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T r a n s c r i p t  of F e d e r a l  Open Market Committee Meet ing of 
December 1 5 - 1 6 ,  1986 

December 1 5 ,  1986-Afternoon S e s s i o n  

CHAIRMAN VOLCKER. We need t o  approve  t h e  m i n u t e s .  No 
o b j e c t i o n s .  F o r e i g n  c u r r e n c y  o p e r a t i o n s .  

MR. CROSS. [ S t a t e m e n t - - s e e  Appendix.]  Mr. Chairman, I have 
no t r a n s a c t i o n s  [ t o  be approved] .  

CHAIRMAN VOLCKER. Any q u e s t i o n s  o r  comments? 

V I C E  CHAIRMAN CORRIGAN.  M r .  Cross  was so c l e a r .  

CHAIRMAN VOLCKER. With a l l  t h i s  s i l e n c e .  w e ’ l l  go t o  
domest ic  open market  o p e r a t i o n s .  

MR. HELLER. One qu ick  q u e s t i o n :  You mentioned t h e  J a p a n e s e -
U.S. agreement .  So  f a r ,  h a s  a l l  of t h a t  been h o l d i n g  t o g e t h e r  on t h e  
exchange r a t e  s i d e  j u s t  by t h e  market  p e r c e p t i o n  t h a t  t h e r e  cou ld  be 
i n t e r v e n t i o n ?  

MR. CROSS. No,  I t h i n k  t h e r e  have been o t h e r  f a c t o r s  
i n v o l v e d .  There  i s  t h e  f e e l i n g  t h a t  t h e  yen r e a l l y  had moved q u i t e  
f a r  i n  terms of  t h e  s i t u a t i o n  i n  J a p a n .  I t h i n k  t h e r e  i s  a n  
e x p e c t a t i o n  t h a t  f u r t h e r  movement cou ld  l e a d  t o  some developments
w i t h i n  Japan  t h a t  would cause  more problems t h e r e .  I d o n ’ t  t h i n k  i t  
has  been done j u s t  w i t h  smoke and m i r r o r s .  I t h i n k  t h e r e  h a s  been a 
d i f f e r e n c e  i n  t h e  a c t u a l  impact  o f  t h e  exchange r a t e  changes t h a t  have 
o c c u r r e d  i n  Japan  v i s - a - v i s  t h e  e f f e c t  o f  t h e  exchange r a t e  changes
t h a t  have o c c u r r e d  between t h e  Uni ted  S t a t e s  and t h e  Europeans .  

M R .  HELLER. You d o n ’ t  s e e ,  s a y ,  c a p i t a l  f lows  i n t o  t h e  
Uni ted  S t a t e s  now t o  a g r e a t e r  e x t e n t  because  t h e r e  i s  g r e a t e r
c o n f i d e n c e  t h a t  t h e r e  would b e - -

MR. CROSS.  We a r e  s t i l l  s e e i n g  c a p i t a l  f lows  i n t o  t h e  Uni ted  
S t a t e s  from J a p a n :  w e  have seen  them a l l  a l o n g .  The one f a c t o r  t h a t  
has  changed i s  t h e  e x t e n t  t o  which t h e s e  i n f l o w s  a r e  o f f s e t ,  i n  
e f f e c t ,  by measures  i n  t h e  exchange market  t o  hedge a g a i n s t  f u r t h e r  
exchange r a t e  changes .  But w e  a r e  s t i l l  s e e i n g  t h e  i n f l o w s .  

MR. HELLER. Do you s e e  t h a t  hedging  more o r  l e s s ?  

MR. CROSS. The hedging?  Wel l .  go ing  back  t o  when t h e  d o l l a r  
was c o n s i d e r a b l y  h i g h e r ,  t h e r e  was a l o t  of hedging t a k i n g  p l a c e .  We 
d o n ’ t  r e a l l y  have v e r y  good i n f o r m a t i o n  on a l l  o f  t h i s ,  s o  what I am 
t e l l i n g  you i s  what w e  deduce and what t h e  Japanese  t e l l  u s .  J u s t  
a f t e r  t h e  midd le  of t h i s  y e a r ,  when t h e  exchange r a t e  had changed a 
g r e a t  d e a l - - t h e  d o l l a r  was ,  s a y ,  a t  1 5 0  yen a s  compared t o  2 6 0 - - t h e r e  
was a change i n  t h e i r  a t t i t u d e  about  hedging a g a i n s t  t h i s ,  and t h e y  
were t a k i n g  some of t h e i r  p r o f i t s .  Now it i s  a l i t t l e  u n c e r t a i n  as  t o  
whether  t h e y  a r e  s t i l l  i n v e s t i n g  on a hedged b a s i s  o r  whether  t h e y  a r e  
t a k i n g  some r i s k s .  



1 2 1 1 5 - 1 6 / 8 6  - 2  


MS. SEGER. What about  l o o k i n g  ahead on swap l i n e s ?  One 
r e a d s  a l o t  about  B r a z i l ,  A r g e n t i n a ,  and t h e  P h i l i p p i n e s .  Do w e  
a n t i c i p a t e  b e i n g  asked  by them f o r  swap l i n e s ?  

CHAIRMAN VOLCKER. I t ’ s  neve r  i m p o s s i b l e .  The P h i l i p p i n e s  
a r e  n o t  a c t u a l l y  a s k i n g  f o r  m o n e y - - j u s t  r e f i n a n c i n g .  

MS. SEGER. I s  t h e r e  s t i l l  q u i t e  a b i t  o f  a c t i v i t y  i n  t h e  
f o r e i g n  exchange marke t s  around t h e  y e a r - e n d  by m u l t i n a t i o n a l  
c o r p o r a t i o n s ?  I remember t h a t  used t o  be  t h e  p a t t e r n .  

MR.  CROSS.  There  a r e  s t i l l  some purchases  o f  d o l l a r s  by
companies t o  k ind  of  b a l a n c e  o f f  t h e i r  b a l a n c e  s h e e t s  a t  t h e  end o f  
t h e  y e a r .  That  i s  one of  t h e  f a c t o r s  t h a t  seem t o  have caused  t h e  
d o l l a r  t o  show some s t r e n g t h  r e c e n t l y  because ,  a s  I was s a y i n g .  a s  
t h e s e  c o r p o r a t i o n s  buy d o l l a r s  t h e  banks d o n ’ t  r e a l l y  seem t o  want t o  
change t h e i r  p o s i t i o n s  v e r y  much. So it goes r i g h t  t h rough  t h e  market  
and t e n d s  t o  have an impact  on t h e  r a t e  and t o  send t h e  d o l l a r  up a 
l i t t l e .  That  h a s  been a f a c t o r  t e n d i n g  t o  s t r e n g t h e n  t h e  d o l l a r  s o  
f a r  a s  we can  t e l l  i n  t h e  l a s t  coup le  of  weeks.  

CHAIRMAN VOLCKER. L e t ’ s  go back t o  t h i s  swap q u e s t i o n ,  j u s t  
t o  a v o i d  any m i s u n d e r s t a n d i n g .  I answered on b e h a l f  of t h e  Uni ted  
S t a t e s :  The F e d e r a l  Reserve  h a s n ’ t  done swaps w i t h  anybody excep t
Mexico anyway. The Uni ted  S t a t e s  h a s ,  t h e  T r e a s u r y  a l s o - - i t ’ s  k ind  of 
a d i v i s i o n  o f  l a b o r .  

MR. M O R R I S .  We d o n ’ t  even have a swap l i n e  w i t h  B r a z i l .  

CHAIRMAN VOLCKER. They have ag reed  t o  a l o t  of Mexican ones .  

MS. SEGER. Did t h e  o t h e r  banks s i g n  on y e t  f o r  t h e  Mexican 
c r e d i t ?  O r  i s  t h a t  s t i l l  a - 

CHAIRMAN VOLCKER. We have reached  t h a t  c r i t i c a l  mass ,  b u t  
s t i l l  h a v e n ’ t  go t  t h e  u n c r i t i c a l  mass.  A l o t  o f  s i g n i f i c a n t  banks a r e  
n o t  i n .  

MS. SEGER. But t h e  u n c r i t i c a l  i s  s t i l l  o u t  t h e r e ?  

CHAIRMAN VOLCKER. There  a r e  a l o t  of  t h e s e  LDC t h i n g s  coming 
t o g e t h e r .  The P h i l i p p i n e s  h a s  j u s t  been hanging  t h e r e :  t h a t ’ s  j u s t  a 
r e f i n a n c i n g .  B r a z i l ,  A r g e n t i n a ,  C h i l e ,  Ecuador .  and Venezuela  have 
a l l  come t o g e t h e r  and t h e  mood i s  n o t  good. I t  depends on how one 
i n t e r p r e t s  i t .  Paying  o f f  some--

MR. J O H N S O N .  What i s  t h e  f e e l i n g  about  B r a z i l ?  I s  t h e r e  a 
growing f e e l i n g  t h a t  t h e y  need a s i g n i f i c a n t  amount o f  new money? 

CHAIRMAN VOLCKER. I t h i n k  it i s  i m p o s s i b l e  flo j u d g e .  They 
r a n  i n t o  a v e r y  bad t i m e .  The s t o r y  o f  B r a z i l  i s  t h e y  have t o  
[ u n i n t e l l i g i b l e ]  f o r  a w h i l e :  i n s t e a d  of s a y i n g  i n f l a t i o n  went away, 
i t  was f r o z e n  o u t  of t h e  sys t em.  They have had v e r y  r a p i d  [ i n f l a t i o n ]
growth t h i s  y e a r .  Fu r the rmore ,  t h e r e  was a g r e a t  l o s s  of conf idence  
i n  t h e  weeks b e f o r e  t h e  e l e c t i o n .  Peop le  knew t h e y  were going  t o  have 
a program. They had c a p i t a l  f l i g h t  and t h e i r  t r a d e  p o s i t i o n  went t o  
t h e  d e v i l ,  p a r t l y  because  o f  l e a d s  and l a g s  and p a r t l y  j u s t  because  
domes t i c  growth was s o  bad .  They l o s t  a l o t  o f  r e s e r v e s  o v e r  t h e  
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course of the month, or 6 to 8 weeks. So when they finally took the 
measures--and I think they haven’t lost any reserves since then and 
they probably have regained some--theywere pretty well depleted, in 
the sense of what they think they need anyway. So their confidence 
that they can get through next year without significant new monies 
from the banks has evaporated. But how much they really need depends.
The IMF patted them on the back on their program: there is no formal 
way [unintelligible] Paris for rescheduling. Rescheduling is fully
anticipated but no money which is [unintelligible]. Whether this new 
money is $2 billion or $4 billion--

MR. JOHNSON. But they don’t anticipate any further 

adjustments to meet the financing as conditions [unintelligible]. 


CHAIRMAN VOLCKER. They may have some [unintelligible]
measures growing out of this program but they don’t want to agree
specifically to part of this rain dance--kabukidance. I guess. is a 
more apt description--wherethey took these millions that they more or 
less thought would be approved by the international [unintelligible].
It is quite a big program: it is very disturbing and it is mostly
excise taxes, what little excise taxes apply. You stick a 100 percent 
tax on automobiles. and I guess a 70 percent tax on some other items, 
s o  you get this tremendous price distortion. 

MR. JOHNSON. They devalued a couple of times. 


CHAIRMAN VOLCKER. Well, a small devaluation. They did a 

small devaluation to keep up with their own inflation, which is rising

again. They manipulated the price indices so that these things that 

are really whacked will not be so heavily weighted in the price index 

for poor people so they won’t have to raise wages. But it is a big 

program in terms of the budgetary impact, if they can carry it 

through--if people don’t stop buying cars. which is one of the risks 

[given that] so much of the revenue comes from cars and other 
durables. They really whacked these out of sight in terms of the 
taxes: other things they didn’t tax at all and continue to subsidize. 
Some internal distortions in the pro ram [unintelligible] that just in 
sheer budgetary magnitude may be 4-172 percent of the GNP; I guess
they already said 3-1/2 percent. 

MR. HELLER. The sad thing is that they are going back to 

indexation, at least partially. If you didn’t weight-


CHAIRMAN VOLCKER. Well, the big thing in this program, of 

course. was to pretty much get rid of it and then they took another 

step to try to get rid of the last debts. And that is what they are 

back on, informally. They took a massive step to get rid of it, so 

you wonder whether they will do some more backsliding. That is right.

The actual backsliding compared to what they had is very small. 


MR. TRUMAN. The latest measures didn’t include any new 

indexation. In fact. they took off [unintelligible]. 


CHAIRMAN VOLCKER. I think you will find they put something

back on. 


MR. HELLER. I think they allowed bank deposits back. Do 

they link back to-- 
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MR. TRUMAN. Well, they changed the taxation of certain 

deposits so you didn’t get taxed on inflation--ona portion of the 

interest rate. Look at that as just not taxing the inflation portion

of the interest base. Taxation limited [unintelligible]. 


CHAIRMAN VOLCKER. Mr. Sternlight. 


MR. STERNLIGHT. Thank you. Mr. Chairman. [Statement--see
Appendix.I 

MR. JOHNSON. Mr. Sternlight does have a sense of humor. 


CHAIRMAN VOLCKER. Any questions? 


SPEAKER(?). Peter, [do you see] any shift in the maturities 

that the Japanese in particular seem to be buying? 


MR. STERNLIGHT. I heard more about them coming into the 

market after that Baker/Miyazawa agreement that Sam referred to. I am 

not aware of any great shift in the maturity area. They certainly

have been interested in the intermediate and longer end and I guess if 

anything there perhaps has been a little renewal of interest in the 

longer end. Early in the year they were in the long end, and then 

were more in the intermediate area, and have shifted back somewhat to 

the long end, or a mixture of different areas anyway now. 


MS. SEGER. Could you just educate me on a rather basic 

point? It seems to me that when CRR was introduced--almostthree 

years ago or whenever it was--thatone of the points made at the time 

was that it would give the Fed the opportunity and the ability to 

better control reserves and the money supply. And yet as I hear 

discussions on an ongoing basis it sounds as if we [still] have 

problems forecasting or estimating required reserves, etc. So, did I 

get the message wrong almost three years ago or has something changed

between then and the implementation of this? 


MR. STERNLIGHT. Well, I think there was probably a mix of 

views at the time as to how much improvement we would get. 


MS. SEGER. I probably read some propaganda from somebody. 


MR. STERNLIGHT. From the very start, CRR meant that we had 

to live with ongoing revisions of required reserves as we went through 

a reserve period. That’s been something we have had to cope with. 


CHAIRMAN VOLCKER. It depends upon what you are interested in 

controlling. The rationale for CRR was to get a very [unintelligible]

between M1 and reserves. If you are interested in evenness in the 

federal funds rate and predictable nonborrowed reserves and 

predictable excess reserves, then it’s [unintelligible]. 


SPEAKER(?). It is ironic that as soon as the Board approved
CRR. its interest in M1 declined precipitously. 

MR. ANGELL. So we continue to learn to live with the worst 

of both worlds. 


CHAIRMAN VOLCKER. [Unintelligible.] 
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MR. J O H N S O N .  [ U n i n t e l l i g i b l e . ]  

MS. SEGER. Well .  t h e r e  a r e  some peop le  i n  banking who 
remember when [ t h e  r e s e r v e  r equ i r emen t ]  was contemporaneous t h e  f i r s t  
t i m e .  I t  h a s  changed and changed a g a i n .  

CHAIRMAN VOLCKER. [ U n i n t e l l i g i b l e ]  qu ick  c o n t r o l  ove r  M 1 .  
No more q u e s t i o n s  on t h i s ?  We w i l l  t u r n  t o  Messrs .  K i c h l i n e  and 
Truman, [ b u t  f i r s t  we need t o  r a t i f y  t h e  open market1 t r a n s a c t i o n s .  

V I C E  CHAIRMAN CORRIGAN.  Move i t .  

MS. SEGER. 1’11 second i t .  

CHAIRMAN VOLCKER. No o b j e c t i o n s .  We w i l l  h e a r  p r e c i s e ,
c a r e f u l ,  t h o u g h t f u l  e s t i m a t e s  of t he  i n t e r n a l  and e x t e r n a l  o u t l o o k  

MR. K I C H L I N E .  Thank you.  [ S t a t e m e n t - - s e e  Appendix.]  

MR. TRUMAN. [ S t a t e m e n t - - s e e  Appendix.]  

S P E A K E R ( ? ) .  Ted, one q u e s t i o n :  Maybe I misunde r s tood  you
when you spoke of t h e  t h i r d - q u a r t e r  n e t  e x p o r t  number b e i n g  $151 
b i l l i o n .  I n  t h e  Greenbook. I b e l i e v e - - o h ,  t h e  t r a d e  d e f i c i t .  I beg 
your  pardon.  

MR. PARRY ( ? )  . [ U n i n t e l l i g i b l e .  1 

M R .  K I C H L I N E .  Around 2 - 1 / 4  t o  2-1/2 p e r c e n t .  So  i n  t e rms  of 
what w e  have f o r  1 9 8 7 .  we a r e  e s s e n t i a l l y  growing a h a l f  p o i n t  f a s t e r  
t h a n  t h a t :  g iven  o u r  t r a n s l a t i o n ,  i t  i s  r e a l l y  wor th  1 1 2  p o i n t  o r  s o .  
What, i n d e e d ,  i s  t h e  t r e n d  growth o f  p r o d u c t i v i t y ?  The more r e c e n t  
numbers have been r a t h e r  d i s a p p o i n t i n g ,  c l o s e r  t o  1 p e r c e n t  r a t h e r  
t h a n  what we had t h o u g h t - - l - 1 / 4  p e r c e n t  o r  even h i g h e r .  So I t h i n k  it 
i s  an open c a s e  a t  t h e  moment. I d o n ’ t  view t h i s  a s  t e r r i b l y  o u t  of 
l i n e  w i t h  o u r  s e n s e  of p o t e n t i a l  growth i n  t h e  economy. I s u s p e c t
t h e r e  a r e  f o l k s  who have numbers a l l  ove r  t h e  l o t .  Some o u t s i d e  
f o r e c a s t s  [show unemployment] down t o  6 - 1 1 2  p e r c e n t :  o t h e r s  have 3 
p e r c e n t  growth and unemployment r a t e s  r i s i n g .  So  t h e r e  i s  a good d e a l  
of v a r i a b i l i t y .  

MR. ANGELL. J i m ,  how much d i f f e r e n t  does  p r o d u c t i v i t y  l o o k  
i f  you d i f f e r e n t i a t e  between t h e  s e r v i c e  s e c t o r  and t h e  goods 
p roduc ing  s e c t o r ?  

MR.  K I C H L I N E .  Wel l ,  we d o n ’ t  r e a l l y  have good d a t a ,  a s  you 
know, f o r  w e l l  o v e r  a y e a r .  The ev idence  t h a t  we have s u g g e s t s  t h a t  
manufac tu r ing  p r o d u c t i v i t y  i s  p robab ly  r i s i n g  3 - 1 / 2  t o  4 p e r c e n t .
S e r v i c e  s e c t o r  p r o d u c t i v i t y  i s  j u s t  r e a l l y  q u i t e  p o o r .  So.  w e  a r e  
g e t t i n g  s t r o n g  p r o d u c t i v i t y  g a i n s :  t h a t  i s  i m p o r t a n t  i n  t h i s  f o r e c a s t .  
I n  terms o f  p o t e n t i a l  growth.  we a r e  t r y i n g  t o  l o o k  a t  t r e n d  
p r o d u c t i v i t y  f o r  t h e  economy i n  t o t a l .  b u t  t h e r e  i s  a g r e a t  d e a l  o f  
v a r i a t i o n  among s e c t o r s .  

MR. ANGELL. Then it i s  p o s s i b l e  t h a t  w e  r e a l l y  d o n ’ t  measure 
p r o d u c t i v i t y  i n  t h e  s e r v i c e  s e c t o r  and d o n ’ t  measure t h e  v a l u e  of  
o u t p u t  i n  t h e  s e r v i c e  s e c t o r .  We j u s t  assume p r o d u c t i v i t y  i s  going  t o  
be z e r o  i n  t h e  s e r v i c e  s e c t o r ,  and l o  and behold  it i s .  
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MR. K I C H L I N E .  No, I t h i n k  t h e r e  i s  a l i t t l e  more i n f o r m a t i o n  
t h a n  t h a t .  L e t ’ s  s a y  it i s  open t o  q u e s t i o n  b u t  t h e r e  i s  a l i t t l e  
more i n f o r m a t i o n  t h a n  an assumpt ion  of z e r o .  

MR. PRELL.  That  wouldn’ t  e n t e r  i n t o  P r e s i d e n t  P a r r y ’ s  
q u e s t i o n  b e c a u s e ,  a s  you know, it would a f f e c t  t h e  GNP growth a s  w e l l .  
I t  wouldn’ t  a f f e c t  our  e s t i m a t e  of t h e  l i k e l y  e f f e c t  of t h e  growth
numbers t h a t  w e  have on unemployment. 

MS. SEGER. J i m ,  cou ld  you s u p p l y  me w i t h  some d o l l a r  
numbers? I t  h e l p s  me t o  t h i n k  of t h e  r e a l  GNP c h a n g e - - t o  l o o k  a t  t h e  
t o t a l  d o l l a r  change expec ted  f o u r t h  q u a r t e r  ove r  f o u r t h  q u a r t e r  and 
t h e n  t o  l o o k  a t  t h e  s p e c i f i c  c o n t r i b u t o r s .  M r .  Truman j u s t  s a i d  t h a t  
n e t  e x p o r t s  a r e  expec ted  t o  p r o v i d e  abou t  a t h i r d .  If I am r e a d i n g  
your  numbers c o r r e c t l y ,  t h e  f o u r t h  q u a r t e r  o v e r  f o u r t h  q u a r t e r  change
i n  r e a l  GNP i s  expec ted  t o  be  abou t  $102 b i l l i o n .  On t h e  r i g h t  l i n e ,  
you s a y  abou t  a t h i r d  o f  t h a t  would be  s u p p l i e d  by an improvement i n  
n e t  e x p o r t s .  Where do y o u - -

MR. K I C H L I N E .  $28.2 b i l l i o n  i s  t h e  d o l l a r  amount [ f o r  n e t  
e x p o r t s ] .  Ted’ s  o n e - t h i r d  i s  roughly  focused  on t h e  growth r a t e  of 
r e a l  GNP f o u r t h  q u a r t e r  ove r  f o u r t h  q u a r t e r .  We have a growth r a t e  of 
2 . 8  p e r c e n t ,  and if you t a k e  o u t  n e t  e x p o r t s  it i s  something l i k e  1 . 8  
p e r c e n t .  

MS. SEGER. Okay. Looking a t  t h e  $ 1 0 2  b i l l i o n ,  where i s  it 
going  t o  come from? 

MR. K I C H L I N E .  [Our f o r e c a s t  h a s ] :  $60  b i l l i o n  i n  p e r s o n a l  
consumption:  $ 7 - 1 / 2  b i l l i o n  i n  b u s i n e s s  f i x e d  i n v e s t m e n t :  v i r t u a l l y
n o t h i n g  i n  r e s i d e n t i a l  c o n s t r u c t i o n ;  n o t h i n g ,  o r  pe rhaps  a b i l l i o n  o r  
two. i n  b u s i n e s s  i n v e n t o r i e s :  $28 b i l l i o n  i n  n e t  e x p o r t s :  and $5 
b i l l i o n  i n  government p u r c h a s e s .  

MS. SEGER. Okay, t h a n k  you.  

MR. BLACK. I t h i n k  Martha h a s  a good p o i n t :  you used  t o  
s u p p l y  d o l l a r  f i g u r e s  [ i n  t h e  Greenbook] and t h e n  removed them awhi l e  
back .  Sometimes [ u n i n t e l l i g i b l e ] .  

MR. KICHLINE. You would l i k e  t h o s e  s o r t  o f  numbers i n  t h e  
g r e e n  s h e e t s ?  

MR. BLACK. I would and I g a t h e r  t h a t  Martha would.  I d o n ’ t  
know- 

MS. SEGER. I t  i s  h a r d  f o r  some of us who a r e  n o t  
ma themat i ca l  whizzes  t o  t a k e  t h e  r a t e s  of change and t o  e q u a t e  them t o  
s p e c i f i c  numbers.  

MR. STERN. J i m ,  I c o n t i n u e  t o  have problems g e t t i n g  a r e a l  
h a n d l e  on t h e  budget  o u t l o o k .  I s e e  i n  t h e  Greenbook t h a t  you have a 
$180 b i l l i o n  d e f i c i t  f o r  t h e  c u r r e n t  f i s c a l  y e a r .  That  i s  v e r y  c l o s e  
t o  t h e  c u r r e n t  CBO b a s e l i n e ,  which I guess  i s  $184 b i l l i o n .  I can 
t h i n k  of a number of t h i n g s  t h a t  a r e  l i k e l y  t o  push t h a t  d e f i c i t  u p ,
s t a r t i n g  from t h e  CBO b a s e l i n e ,  and n o t  a heck  o f  a l o t  t h a t  a r e  
l i k e l y  t o  push it down. So  it seems t o  me t h a t  t h e  d e f i c i t  i s  l i k e l y  
t o  exceed t h a t  $180 b i l l i o n ,  pe rhaps  c o n s i d e r a b l y .  I am hav ing  



12/15-16/86  - 7 -

t r o u b l e  r e c o n c i l i n g  t h a t  w i t h  what you mentioned might  be t h e  l a t e s t  
OMB p r o j e c t i o n s .  

CHAIRMAN VOLCKER. What i s  t h e  l a t e s t  OMB p r o j e c t i o n ?  

MR. K I C H L I N E .  The number f l o a t i n g  around t h a t  i s  s t i l l  
p r e l i m i n a r y ,  I t h i n k ,  i s  $163 b i l l i o n  f o r  t h e  c u r r e n t  f i s c a l  y e a r .  
T h a t ’ s  s t i l l  s u b j e c t  t o  change b u t  i t ’ s  i n  t h e  $160-$165 b i l l i o n  a r e a .  
Keep i n  mind: t h a t  i s  t h e  same number t h a t  j u s t  a m a t t e r  of a few 
months ago was $143 b i l l i o n :  s o  t h e y  have added $ 2 0  b i l l i o n .  I t ’ s  a 
c a s e  of how much you want t o  up t h e  a n t e .  We have added a n o t h e r  $ 2 0  
b i l l i o n .  I t h i n k  t h e r e  i s  a danger  o f  go ing  t o o  f a r  i n  t h a t  
d i r e c t i o n ,  because  t h e r e  were l e g i s l a t i v e  changes e n a c t e d  t h a t  w i l l  
b e g i n  t o  b i t e .  One of  t h e  i s s u e s  r e l a t e s  t o  d e f e n s e .  We had a l o t  of 
d e f e n s e  spend ing  i n  t h e  second and t h i r d  q u a r t e r s  of l a s t  y e a r .  I t  i s  
our  s e n s e  t h a t  t h e  l e v e l  o f  t h a t  spend ing  i s  now q u i t e  h i g h .  We have 
had major  weapons sys tems d e l i v e r i e s  t h a t  a r e  now coming i n :  t h e y  a r e  
p roduc ing  t h e s e  t h i n g s  a t  a v e r y  r a p i d  r a t e .  But w e  d o n ’ t  e x p e c t
d e f e n s e  spend ing  t o  c o n t i n u e  t o  grow i n  r e a l  terms a t  a f a s t  c l i p .
R a t h e r  we e x p e c t .  a s  we g e t  i n t o  t h e  f i r s t  p a r t  of n e x t  y e a r ,  t h a t  we 
w i l l  p robab ly  have c o n s t r a i n t s  on d e f e n s e  s p e n d i n g - - i n  p a r t  because  
a p p r o p r i a t i o n s  were c u t  back a t  t h e  A d m i n i s t r a t i o n ’ s  r e q u e s t .  I would 
s a y  t h a t  i f  we a r e  wrong, I would p robab ly  add more: t h a t  i s  t h e  s a f e  
way t o  go now. A b i g  q u e s t i o n  mark i s  t h e  a g r i c u l t u r a l  a r e a :  w e  have 
s u b s t a n t i a l l y  more d o l l a r s  i n  t h e r e  t h a n  does  t h e  A d m i n i s t r a t i o n .  My
e x p e r i e n c e  ove r  t h e  y e a r s  i s  t h a t  even when we do t h a t  we a r e  a lways
low. I t  l o o k s  s o r t  o f  ou t r ageous  b u t  b a s i c a l l y  it t u r n s  o u t  t o  be  a 
r e a l l y  i m p o r t a n t  i s s u e .  I t h i n k  it i s  t o o  p e s s i m i s t i c  t o  s a y  t h a t  
t h i n g s  w e r e n ’ t  done .  I t h i n k  t h e y  were done .  And I t h i n k  t h e y  w i l l  
b e g i n  t o  show up a s  t i m e  goes on.  

MR. JOHNSON. One of  t h e  problems w i t h  t h e  d e f e n s e  budget  i s  
t h a t  when you i n i t i a l l y  have a d e f e n s e  b u i l d - u p  and add t o  a u t h o r i t y ,  
you b u i l d  up a l o t  of a u t h o r i t y  i n  t h e  sys tem:  t h e n ,  a s  you s t a r t  
c u t t i n g  back  t h a t  budget  a u t h o r i t y .  t h e  a c t u a l  o u t l a y s  s t a r t  t o  speed  
up because  you have a l o t  of back log  i n  t h e  sys t em.  And t h a t  can  go 
on f o r  q u i t e  some t i m e .  I t  i s  a s t r a n g e  anomaly: when you a r e  
a c t u a l l y  c u t t i n g  budget  a u t h o r i t y  you s e e  o u t l a y s  i n c r e a s e .  But t h a t  
can  happen:  I know t h a t  h a s  happened a few t i m e s  b e f o r e .  

MR. STERN. There  was someth ing  i n  t h e  news t o d a y  about  t h e  
A d m i n i s t r a t i o n  r e q u e s t i n g  some a d d i t i o n a l  d e f e n s e  f u n d s  f o r  t h e  
c u r r e n t  f i s c a l  y e a r  a s  k i n d  of t h e  qu id  p ro  quo f o r  a modest i n c r e a s e  
i n  1988.  I t  adds t o  t h a t - -

MR. HELLER. You have a n i c e  c h a r t  on t h e  e f f e c t  i n  t h e  
Greenbook. I c a n ’ t  f i n d  it r i g h t  now, b u t  it i s  k ind  o f  s t a r t l i n g :
t h e  a u t h o r i t y  goes down and t h e  o u t l a y s  a r e  go ing  up .  I d o n ’ t  know 
what page it i s  o n ,  b u t  it r e a l l y  makes t h e  p o i n t  n i c e l y .  

MR. PRELL. Page 1 7 .  

MR. J O H N S O N .  I t  r e a l l y  does happen.  

MR.  HELLER. Page 1 7 .  

CHAIRMAN VOLCKER. What do you make of t h e  d e c l i n e  i n  
unemployment i n s u r a n c e  c l a i m s ?  
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MR. K I C H L I N E .  We had a l o t  of employment growth 

CHAIRMAN VOLCKER. Not a s  much a s  i n  some e a r l i e r  months,  
when unemployment c l a i m s  d i d n ’ t  do a n y t h i n g ,  i f  I remember c o r r e c t l y .  

MR. K I C H L I N E .  Over t h e  l a s t  two months o r  s o ,  t h e y  have been 
a v e r a g i n g  abou t  2 0 . 0 0 0  t o  2 3 , 0 0 0  p e r  week under  what t h e y  had been 
runn ing  d u r i n g  t h e  summer. I n  October-November w e  d i d  have i n c r e a s e s  
i n  m a n u f a c t u r i n g  employment: and t h a t  i s  t h e  c i r cums tance  where you
o f t e n  s e e  t h e  [ e f f e c t  on] i n i t i a l  c l a ims  showing up v e r y  prompt ly .  
The employment growth f o r  t h o s e  two months i s  v e r y  s t r o n g .  I t  has  
been a r e l i a b l e  l e a d i n g  i n d i c a t o r  and I would s a y  it i s  s u p p o r t i v e  of 
a s t r e n g t h e n i n g  l a b o r  marke t .  That  i s  what I would make of i t .  

CHAIRMAN VOLCKER. You’d make something of i t ?  

MR. PRELL.  Another  f a c e t  of  t h e  r e c e n t  d a t a  i s  t h a t  t h e  
household employment s e r i e s  i s  n o t  showing g a i n s  a s  s t r o n g  a s  t h e  
p a y r o l l  s e r i e s .  If  t h e r e  were some c a t c h  u p ,  a s  t h e r e  might  w e l l  b e ,  
w e  c o u l d  see t h e  unemployment r a t e  t i c k  down and be  more c o n s i s t e n t  
w i t h  t h i s  p a t t e r n  t h a t  we have seen  i n  t h e  c l a i m s  r e c e n t l y .  

MS. SEGER. How i s  it handled  s t a t i s t i c a l l y  when t h e s e  masses 
of  peop le  who a r e  i n  middle  management g e t  p ink  s l i p s  and a r e  g iven  a 
s e v e r a n c e  package o r  a r e  g iven  p s y c h o l o g i c a l  t r e a t m e n t  f o r  two months 
o r  someth ing  t o  h e l p  them a d j u s t ?  Do t h e y  show up i n  t h e  unemployment
s t a t i s t i c s  immedia te ly  o r  do t h e y  have t o  w a i t  t o  a p p l y  f o r - -

MR. K I C H L I N E .  I d o n ’ t  know t h e  answer t o  t h a t  q u e s t i o n  

MR. PARRY. I t h i n k  on t h e  p a y r o l l  su rvey  t h e y  wou ldn’ t  show 
u p ,  because  many of t h e  companies t h a t  do t h i s  a c t u a l l y  keep them on 
t h e  books f o r  maybe a t h r e e - o r  s ix -mon th  p e r i o d .  

MS. SEGER. I s e e .  

MR. PARRY. So  I d o n ’ t  t h i n k  t h e y  would show up .  

MR. PRELL.  I g a t h e r ,  t hough ,  t h a t  once t h e y  have been 
s e v e r e d ,  even  if t h e y  have g o t t e n  some payment,  you can  expec t  t o  s e e  
them l i s t e d  a s  unemployed and e l i g i b l e  f o r  unemployment i n s u r a n c e .  

MS. SEGER. Okay. We may be s e e i n g  some o f  t h a t .  

MR. J O H N S O N .  I have a n o t h e r  q u e s t i o n .  There  i s  a f u r t h e r  1 0  
p e r c e n t  d e p r e c i a t i o n  o f  t h e  d o l l a r  b u i l t  i n t o  t h e  1987  f o r e c a s t .  How 
i m p o r t a n t  i s  i t  i f  t h a t  does  n o t  come a b o u t ?  O r  i s  t h e  l a g  l o n g  
enough t h a t  i t  d o e s n ’ t  a f f e c t  1 9 8 7 ?  

MR. TRUMAN. That  i s  a v e r y  d i f f i c u l t  q u e s t i o n  t o  answer.  I 
can r e a l l y  on ly  answer w i t h i n  t h e  c o n t e x t  o f  t h e  way we t h i n k  abou t  
t h e s e  t h i n g s .  The way we p u t  t h i s  t o g e t h e r  it h a s  q u i t e  a s i g n i f i c a n t
impact  on t h e  f o r e c a s t - - n o t  on t h e  e x p o r t  s i d e  i t s e l f ,  because  t h e r e  
t h e  p r i c e  l a g s  and t h e  q u a n t i t y  l a g s  a r e  l o n g e r  a n d ,  i n  some s e n s e ,  we 
have a l r e a d y  c o n s t r a i n e d  t h a t  f o r e c a s t  t o  be l e s s  e b u l l i e n t  t h a n  one 
would t h i n k  would come from t h e  c u r r e n t  pace o f  exchange r a t e  changes .
But you g e t  a f a s t e r  move on t h e  impor t  s i d e :  you would g e t  more and 
more impor t  growth if t h i n g s  s t a y e d  unchanged.  And you g e t  a q u i t e  
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r a p i d  impact  on g r o s s  inves tmen t  income from abroad :  w e  s t i l l  g e t  a 
c o n s i d e r a b l e  amount of i nves tmen t  income f r o m  abroad  and t h a t  g e t s
t r a n s l a t e d  v e r y  d i r e c t l y  i n t o  h i g h e r  d o l l a r  v a l u e .  I n  t h e  way we put  
t o g e t h e r  o u r  d e f l a t o r s  and p r i c e  i n d e x e s ,  you g e t  q u i t e  a r a p i d
i n c r e a s e  from a 1 0  p e r c e n t  d e p r e c i a t i o n  ove r  t h i s  p e r i o d .  

MR. J O H N S O N .  On t h e  impor t  s i d e .  

MR.  TRUMAN. On t h e  impor t  s i d e .  The bot tom l i n e ,  i f  I 
remember c o r r e c t l y ,  i s  t h a t  i f  you k e p t  t h i n g s  a t  t h e  c u r r e n t  l e v e l  
maybe about  t w o - t h i r d s  of t h e  improvement would go away. 

MR. ANGELL. Do you have impor t  p r i c e s  moving up t h i s  y e a r  by 
5 - 1 1 2  p e r c e n t ?  

MR. TRUMAN. A c t u a l l y ,  we have had it a t  a l i t t l e  above 5 
p e r c e n t .  

MR. ANGELL. And you have  impor t  p r i c e s  moving up i n  1987  a t  
1 0  p e r c e n t .  Now, l e t ’ s  p o s i t  t h a t  t h e y  would t u r n  o u t  n o t  t o  be  t h a t  
s t r o n g .  L e t ’ s  suppose t h a t  impor t  p r i c e s  were t o  move up n e x t  y e a r  
more l i k e  t h e y  d o  t h i s  y e a r :  I presume t h a t  means t h a t  t h e  r e a l  t r a d e  
d o e s n ’ t  improve a s  much. 

MR. TRUMAN. T h a t ’ s  r i g h t .  

MR. ANGELL. Real  GNP i s n ’ t  a s  f a v o r a b l e ,  which would a l s o  
mean s l i g h t l y  b e t t e r  on t h e  i n f l a t i o n .  

MR. TRUMAN. I t h i n k ,  on n e t ,  t h i n g s  would d e t e r i o r a t e .  

MR. ANGELL. On b a l a n c e  i t  d e t e r i o r a t e s .  If you do t h a t ,  
t h e n  i n  t h e  s c e n a r i o  i n  which t h e  f o r e i g n  exchange r a t e s  remain about  
c o n s t a n t ,  r a t h e r  t h a n  d e p r e c i a t i n g  10  p e r c e n t ,  t h a t  t o g e t h e r  weakens 
t h e  e n t i r e - -

MR. TRUMAN. R i g h t .  I would emphas ize ,  i n  answer t o  Governor 
J o h n s o n ’ s  q u e s t i o n ,  t h a t  t h e r e  a r e  a number of  ways t o  view t h i s - - t h a t  
h o n e s t  men and women g e t  d i f f e r e n t  r e s u l t s  from e s s e n t i a l l y  t h e  same 
s e t  of  i n i t i a l  c o n d i t i o n s ,  i n c l u d i n g  what might o r  might n o t  be  i n  t h e  
p i p e l i n e .  That  i s  p a r t l y  j u s t  a f u n c t i o n  o f  t h e  f a c t  t h a t  you have s o  
much r e l a t i v e  p r i c e  change a l r e a d y .  If you though t  i m p o r t s  were going  
t o  be  much more r e s p o n s i v e  t o  t h e  p r i c e  change you have a l r e a d y  h a d ,  
and you s topped  t h e  d e p r e c i a t i o n  where i t  i s ,  t h e n  you a r e  going  t o  
g e t  s i g n i f i c a n t  improvement on t h e  r e a l  s i d e .  And you would l i k e l y  
g e t  an improvement on t h e  nominal s i d e  b e c a u s e ,  e s s e n t i a l l y ,  you have 
had most of t h e  p r i c e  change and t h e  q u a n t i t y  change ,  by h y p o t h e s i s ,  
coming down a l o t .  But a s  I s a i d ,  t o  g e t  t h e  $ 2 8  b i l l i o n  t h a t  J i m  
ment ioned e a r l i e r  w e  s t a b i l i z e d  t h i n g s  a t  t h e  f o u r t h - q u a r t e r  l e v e l ,  
and we g e t ,  i n  r e a l  terms,  abou t  $ 2 1  b i l l i o n .  About $ 1 2  b i l l i o n  of  
t h a t  i s  on t h e  t r a d e  s i d e  and $9  b i l l i o n  i s  o n  t h e  s e r v i c e s  s i d e - - m o s t  
o f  it from h i g h e r  r e a l  i m p o r t s .  

MR. ANGELL. Do you have any i n t e r e s t  r a t e  a s sumpt ions  f o r  
t h e  Uni ted  S t a t e s  v i s - a - v i s - .  

MR. TRUMAN. N o t  b u i l t  i n t o  t h a t  s c e n a r i o .  
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MR. ANGELL. The i n t e r e s t  r a t e  assumpt ions  a r e  b u i l t  i n  o r  
a r e  n o t  b u i l t  i n ?  

MR. TRUMAN. I n  runn ing  t h a t  k ind  o f  e x p e r i m e n t ,  we d i d n ’ t  
change t h e - -

MR. ANGELL. So U . S .  i n t e r e s t  r a t e s - -

MR. TRUMAN. They were lower :  U . S .  i n t e r e s t  r a t e s  p robab ly  
f e l l .  You s t i l l  e a r n  more- -

MR. ANGELL. I d i d n ’ t  q u i t e  unde r s t and  you. 

MR. TRUMAN. The q u e s t i o n  i s :  How does  t h e  lower i n t e r e s t  
r a t e  a f f e c t  o u r  n e t  payments? I t  a f f e c t s  how much we r e c e i v e  i n  
i n t e r e s t  payments .  And [ u n i n t e l l i g i b l e ]  s t o c k s  a r e  such  t h a t  a lower 
i n t e r e s t  r a t e - - l e a v i n g  a s i d e  d i v i d e n d s  and t h o s e  k i n d s  o f  t h i n g s - 
[ u n i n t e l l i g i b l e ]  s t i l l  g i v e s  you l e s s  n e t  r e c e i p t s .  

MR. ANGELL. Are t h e r e  any c o r p o r a t e  p r o f i t  a s sumpt ions  t h a t  
a r e  e x p l i c i t  i n  t h i s  f o r e c a s t ?  

MR. TRUMAN. Wel l ,  j u s t  on t h e  i n t e r n a t i o n a l  s i d e ,  a s  I s a i d ,  
most of  t h a t  $9  b i l l i o n  a t  a n  annua l  r a t e  does  add up t o  c o r p o r a t e
p r o f i t s :  it i s  r e a l .  A t  l e a s t  i n  t h e  a c c o u n t i n g  it i s  a consequence 
of exchange r a t e  changes .  Those numbers a r e  v e r y  l a r g e .  

MR. K I C H L I N E .  We do t h e  income s i d e  o f  t h e  a c c o u n t s ,  a s  
w e l l ,  s o  w e  have c o r p o r a t e  p r o f i t s .  I n  economic terms t h e y  a r e  b a r e l y  
h i g h e r  i n  1987 t h a n  i n  1986: and i f  you t a k e  p r o f i t s  a f t e r  t a x .  t h e y  
indeed  would go down because  o f  t h e  $15 t o  $20  b i l l i o n  t a x  i n c r e a s e  
t h a t  we have b u i l t  i n  f o r  t h e  new t a x  l aw.  So e s s e n t i a l l y ,  c o r p o r a t e  
p r o f i t s  i n  a n  economic s e n s e  a r e  l i t t l e  changed n e x t  y e a r .  

MR. HELLER. May I a s k  you a d i f f e r e n t  q u e s t i o n  on t h e  
domest ic  s i d e ?  The h o u r l y  e a r n i n g s  i n d e x  h a s  been d e c l i n i n g  v e r y
s h a r p l y .  and t h e r e  has  been a l o t  of p u b l i c i t y  r e c e n t l y  g iven  t o  new 
e n t r a n t s  i n t o  t h e  work fo rce  b e i n g  p a i d  b a r e l y  above minimum wage. Is 
t h a t  improvement i n  t h e  i n d e x  e n t i r e l y  due t o  new low-wage workers  
e n t e r i n g  t h e  work fo rce?  O r  i s  i t  a c r o s s  t h e  board  f o r  e x i s t i n g
workers  a s  w e l l ?  I n  o t h e r  words.  i s  t h e  m i x - -

MR. K I C H L I N E .  The h o u r l y  e a r n i n g s  i n d e x  t h a t  we f o c u s  on 
a d j u s t s  f o r  i n t e r - i n d u s t r y  s h i f t s  i n  employment. So  it i s  n o t  ave rage
h o u r l y  e a r n i n g s  a s  such :  t h e  i n d e x  a d j u s t s  f o r  t h a t .  A s  you know, i t  
popped up i n  November by abou t  f o u r - t e n t h s :  it i s  v o l a t i l e  from month 
t o  month. C o n t r a c t  c o n s t r u c t i o n  was up v e r y  s t r o n g l y  and t h e r e  were 
wage i n c r e a s e s  a s  w e l l  i n  f i n a n c e ,  i n s u r a n c e ,  and r e a l  e s t a t e .  That  
h a s  been a h o t  a r e a - - p a r t i c u l a r l y  t h e  r e a l  e s t a t e .  where t h e r e  has  
been a l o t  o f  employment and maybe t h e r e  has  been some b i d d i n g  up of 
wages.  But I d o n ’ t  know t h a t  w e  have n o t i c e d  a n y t h i n g  i n  p a r t i c u l a r
abou t  r a p i d  growth i n  t h e  minimum wage a r e a .  I would n o t e  t h a t  o t h e r  
i n f o r m a t i o n  t h a t  we a r e  l o o k i n g  a t  f o r  c o n t r a c t  c o n s t r u c t i o n  does  n o t  
t e n d  t o  s u p p o r t  t h i s  s e n s e  of  a v e r y  r a p i d  s u s t a i n e d  i n c r e a s e  i n  
c o n s t r u c t i o n  wages.  Did I answer your  q u e s t i o n ?  

MR.  HELLER. Wel l ,  a c t u a l l y  I w a s n ’ t  f o c u s s i n g  on t h e  
November numbers.  I was l o o k i n g  a t  t h e  q u a r t e r l y  numbers because  t h e  
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monthly f i g u r e s  a r e  s o  v o l a t i l e .  The q u a r t e r l y  f i g u r e s  show a 
s u s t a i n e d  downward t r e n d  and I was r e a l l y  wondering whether  t h e  new 
e n t r a n t s  a r e  p u l l i n g  t h e  ave rage  down o r  whether  t h a t  r e f l e c t s  j u s t  
low s e t t l e m e n t s  a c r o s s  t h e  boa rd .  

MR. K I C H L I N E .  Some of it i s  lower  s e t t l e m e n t s .  We do have 
i n f o r m a t i o n  there:  t h e  a v e r a g e  of  s e t t l e m e n t s  i n  t he  Bureau of 
N a t i o n a l  A f f a i r s  s e r i e s ,  which i n c l u d e s  a l l  s e t t l e m e n t s  of  50  o r  more 
w o r k e r s ,  c o n t i n u e s  t o  d r i f t  l o w e r .  One o t h e r  f e a t u r e  t h a t  i s  
i n f l u e n c i n g  t h e  l a b o r  market  d a t a  on t h e  wage s i d e ,  i n  a major  way, i s  
t h a t  many of t h e  agreements  p r o v i d e  f o r  bonuses  and lump sum payments
t h a t  do n o t  g e t  c ranked  i n t o  t h e  h o u r l y  e a r n i n g s .  T h a t ’ s  s o r t  of 
s t r a i g h t  t i m e  s a l a r y .  But t h i s  bonus f e a t u r e  pops up a g r e a t  d e a l  and 
t h a t  may be one t h i n g  t h a t - -

MR. HELLER. T h a t ’ s  o u t s i d e  t h e  index?  

MR. K I C H L I N E .  Yes, t h e  i n d e x  i s  s t r a i g h t  t ime h o u r l y  pay:  i t  
t a k e s  away o v e r t i m e  and a l l  t h e s e  o t h e r  t h i n g s .  That  p a r t i c u l a r
f e a t u r e  i s  c a p t u r e d  i n  compensat ion measures  b u t  n o t  i n  t h e  h o u r l y
e a r n i n g s  i n d e x .  And t h a t  seems t o  be s p r e a d i n g .  

MR. TRUMAN. If I may c o r r e c t  m y s e l f ,  Governor A n g e l l .  An 
i n c r e a s e  i n  i n t e r e s t  r a t e s  would d e t e r i o r a t e  t h e  c u r r e n t  a c c o u n t .  
[ U n i n t e l l i g i b l e ]  on b a l a n c e  t h a t  way. Now, on t h e  GNP n e t  e x p o r t s -
because  you n e t  o u t  government i n t e r e s t  p a y m e n t s - - i t  would go t he  
o t h e r  way. 

MR. ANGELL. Ted, t h a n k  you. 

MR. FORRESTAL. Ted,  can  I go back t o  what you s a i d  b e f o r e  
abou t  t h e  exchange r a t e ?  Did I h e a r  you s a y  t h a t  i f  t h e  exchange r a t e  
remains t h e  same i n  1987  t h a t  t w o - t h i r d s  of t h e  improvement would 
d i s a p p e a r  from t h e  t r a d e  b a l a n c e ?  

MR. TRUMAN. That  i s  t h e  c o n c l u s i o n  t h a t  we have  come t o .  

MR. FORRESTAL. If  t h a t  were t o  happen you would t h e n - -

MR. TRUMAN. T h i s  i s  i n  t h e  r e a l  [ b a l a n c e ] .  I t  would be l e s s  
t h a n  t h a t  amount of d e t e r i o r a t i o n  on t h e  i m p o r t s ,  on t h e  n e t  c u r r e n t  
s i d e ,  because  you d o n ’ t  have t h e  r i g h t  [ u n i n t e l l i g i b l e ] .  

MR. FORRESTAL. I am t h i n k i n g  abou t  what t h a t  does  t o  t h e  
o v e r a l l  f o r e c a s t .  You s a i d  t h a t  o n e - t h i r d  of t h e  f o r e c a s t  i s  
dependent  upon improvement i n  t h e  t r a d e  b a l a n c e .  If  you remove two-
t h i r d s  o f  t h a t  improvement,  your  f o r e c a s t  i s  0 . 6 . -

MR. PRELL. Well, t h a t  i s  assuming-

MR. TRUMAN. I n  r e t r o s p e c t  it would be 0 . 6  p e r c e n t .  

MR. K I C H L I N E .  I t h i n k  t h e r e  a r e  o t h e r  t h i n g s  t h a t  happen.
You may w e l l  have d i f f e r e n t  p r i c e  b e h a v i o r ,  f o r  example,  o r  d i f f e r e n t  
i n t e r e s t  ra tes  t h a t  come o u t  o f  t h e  f o r e c a s t .  o r  d i f f e r e n t  consumption
spend ing .  B a s i c a l l y ,  t h e  i n c l i n a t i o n  i s  n o t  s imply  t o  a d j u s t  t h e  
domes t i c  f o r e c a s t  down by t h e  f u l l  amount because  t h e s e  o t h e r  t h i n g s
cou ld  be  happen ing  t o  h e l p  s h o r e  u p - -



12/15-16/86 -12-


CHAIRMAN VOLCKER. Subject to your correction, you have about 

the lowest price forecast of any of these standard forecasts. Would 

you explain why I should be so reassured? 


MR. KICHLINE. Well, Mr. Chairman. [unintelligible] says that 

we are going to get [unintelligible]. 


CHAIRMAN VOLCKER. [Unintelligible] remind us that we’ve all 
been too high [unintelligible]: next year we are in the clover, it 
seems. 

MR. KICHLINE. It depends on what you assume about the oil 

price and, as Ted mentioned, we have that drifting up to $16. So that 

is clearly different from 1986 but it is not a major problem. Another 

big issue is what you assume about import prices and how they will be 

reflected in domestic prices. We think we have something reasonable 

there. I don’t know how some of these other forecasts track that 

through. In addition, our sense is that we have at the moment fairly

moderate wage growth, in terms of measured expectations of inflation. 

You say we are at the low end, but I guess when we talk about numbers 

that are four or five percent I would want to be at the low end. I 

wouldn’t want to be there all the time, but I am perfectly happy

sitting there in December 1986. 


CHAIRMAN VOLCKER. [Unintelligible.] 


MR. KICHLINE. Right. 


MR. JOHNSON. DRI has a somewhat [unintelligible] forecast. 

I don’t know if you know why, but they also have more improvement in 

the trade balance than we do. 


MR. KOHN. They are pretty close to our basis. 


MR. JOHNSON. It is a similar forecast. 


MS. SEGER. Isn’t DRI the major model that is also concerned 

about a recession? 


MR. PRELL. [Unintelligible.] I think we are lower in 

compensation than they are but less optimistic about productivity

growth. 


MR. PARRY. Ted, you focused on net exports for 1987. The 

growth that you have for the fourth quarter of 1986 is very large. 


MR. TRUMAN. Two-thirds of that, or a little more than half 

of that, is the oil. About $15 billion of that reflects the change in 

the fourth quarter in the volume of oil from the high level. We have 

different sources of preliminary data for November. too, and we are 

more confident about that number than about some of the others. 


MR. PARRY. It is certainly interesting to note that the 
growth in real terms is $28.6 billion for the fourth quarter of which 
$27.2 billion--

MR. TRUMAN. A lot of it is based upon two assumptions: one 

is that the oil imports will behave this way: and the other has to do 
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with what is or is not picked up in the national income accounts on 

counterpart inventory. Such a very little amount was picked up that 

we could find [unintelligible] in the third quarter, assuming that we 

treat it symmetrically in the fourth quarter. Much of it is oil: a 

small part of it is non-oil imports. And agricultural exports have 

been quite strong. Again, we have both October [data] and some other 

information on November agricultural exports; it seems 

[unintelligible] special factors which are not carrying through that 
expansion in the forecast period. But we have had a $ 4  billion annual 
rate of increase in ag exports, which largely [reflects] Japanese
purchases, and then some continued improvement on the [non-ag] export
side. 

CHAIRMAN VOLCKER. I think we might call on Mr. Kohn for 

comments about Mr. Simpson’s paper. 


Appendix. 
MR.
I 

KOHN. Thank you, Mr. Chairman. [Statement--see 


CHAIRMAN VOLCKER. I think the question we might devote a 

little time to--[not] this afternoon but tomorrow morning--insetting

the stage for our next meeting is what targets we want to use, if any.

I have been assuming that we would have targets for M2 and M3. M1 

looks a lot more doubtful to me. I think we might go some distance in 

establishing a framework so that when we come to the next meeting

we’ll at least know what targets we are going to have, if any. 


MR. HELLER. If any? You are required to have them, right? 


CHAIRMAN VOLCKER. I think you are right. It is a matter of 
law: we’ve got to cook up some target. That was a little too 
[unintelligible]: I don’t want to [unintelligible] my view yet. 

MR. JOHNSON. The broader aggregates we never [miss] that 

badly. As for M1, a big question mark in my mind is whether we even 

want a target for next year. I would hate to get into the same 

situation we got into this year with M1. That could really constrain 

the markets quite a bit at the beginning of the year--ifwe set a 

target assuming another stable pattern of velocity for the year and 

end up with something [close to this year]. There just seems to be 

too much uncertainty about it, period. The study even indicates that 

there is so much uncertainty around M1 that it doesn’t seem to have 

any great advantage. Maybe if velocity patterns stabilized a little 

more during the year we could re-establish a target at midyear. 


MR. HELLER. I think it is not only the disinflation impact 

on M1 but also the very sharp shifts that we get in the components

right around that borderline of M1, those between M1 and M2. We get

growth rates up and down, near 20, 30, or 50 percent sometimes. And 

it is right on that borderline: it’s very difficult to draw a line 

right there. If we want to have an M1 target we might want to look at 

the old MlA, or something like that. which apparently has been a 

little more stable. 


MR. JOHNSON. It has done better. 


MR. HELLER. Maybe somebody from the Research Department
could--
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CHAIRMAN VOLCKER. [ U n i n t e l l i g i b l e .  1 

MR. JOHNSON.  [ U n i n t e l l i g i b l e . ]  

MR. HELLER. No, I am n o t  go ing  advoca te  t h e  o l d  M 1 A .  I am 
j u s t  s a y i n g  between t h a t  and t h e  c u r r e n t  M 1  it would be t h e  l e s s e r  
e v i l .  

MR. JOHNSON.  You mentioned t h e  s e n s i t i v i t y  of  M 1  t o  a change
i n  i n t e r e s t  r a t e s .  But what about  t h e  s p r e a d  between NOW a c c o u n t s  and 
t i m e  d e p o s i t s ?  

MR. KOHN. Wel l .  when I mentioned i n t e r e s t  s e n s i t i v i t y ,  I was 
t h i n k i n g  of someth ing  t h a t  r e a l l y  encompassed t h e  o p p o r t u n i t y  c o s t ,  s o  
t h a t  would be r e l a t i v e  t o  t h a t  t i m e  d e p o s i t - - .  

MR. JOHNSON.  So when you mentioned a p e r c e n t a g e  p o i n t
d e c l i n e  i n  i n t e r e s t  r a t e s ,  you meant a compress ing  of t h e  s p r e a d ?  

MR. KOHN. R i g h t .  O r  a w iden ing .  

MR. J O H N S O N .  A d e c l i n e  i n  t h e  o p p o r t u n i t y  c o s t .  

MS. SEGER. Could you t e l l  us  more about  t h e  new model t h a t  
you have t h a t  does  a b e t t e r  j o b  e x p l a i n i n g  t h e  r e l a t i o n s h i p s ?  

MR. KOHN. The most r e c e n t  v e r s i o n  b a s i c a l l y  encompasses what 
we t h i n k  i s  a l i t t l e  b e t t e r  f i x  on t h e  o f f e r i n g  r a t e s - - e s t a b l i s h i n g
t h o s e  i n  t h e  model.  But m o s t l y  t h e  r eason  it g i v e s  a b e t t e r  
per formance  i s  t h a t  it h a s  been r e f i t t e d  and it has  much h i g h e r  
i n t e r e s t  s e n s i t i v i t i e s  and t h a t  happens t o - 

MS. SEGER. J u s t  because  you added t h e  a d d i t i o n a l  e x p e r i e n c e .  

MR. KOHN. We added a d d i t i o n a l  e x p e r i e n c e  and I t h i n k  t h e  
models a r e  i n f l u e n c e d  by t h e  most r e c e n t  e x p e r i e n c e  i n  some way. I 
have my own conce rns  t h a t  we may have o v e r - r e a c t e d  e c o n o m e t r i c a l l y .  i n  
some s e n s e ,  t o  t h e  most r e c e n t  d a t a - - t h a t  some o f  t h e  s h i f t s  t h a t  
we’ve g o t t e n  i n  M 1  a r e  r e a l l y  v e r y  s u b s t a n t i a l  s h i f t s  i n  r e a c t i o n  t o  a 
change i n  t h e  s t a t e  of  t h e  world from a h i g h  i n t e r e s t  r a t e ,  h i g h
i n f l a t i o n  wor ld  t o  a lower  i n t e r e s t  r a t e .  lower  i n f l a t i o n  wor ld .  My 
concern  i s  t h a t  when we l o o k  back a c o u p l e  o f  y e a r s  from now. by
i n c o r p o r a t i n g  t h a t  i n t o  t h e  i n t e r e s t  s e n s i t i v i t y  t e r m  w e  may have 
o v e r s t a t e d  what a c t u a l l y  cou ld  happen a s  i n t e r e s t  r a t e s  f l u c t u a t e  i n  a 
c y c l i c a l  s e n s e  i n  much s m a l l e r  waves around a lower l e v e l .  I can  o n l y  
emphasize t h e  t remendous u n c e r t a i n t y  a t  t h i s  p o i n t .  

CHAIRMAN VOLCKER. L e t  m e  summarize what I t h i n k  I hea rd  you
s a y i n g .  A s  a c e n t r a l  p o i n t ,  i f  one assumed no change i n  v e l o c i t y  w i t h  
unchanged i n t e r e s t  r a t e s  M 1  would go up 5 . 5  p e r c e n t .  If  i n t e r e s t  
r a t e s  t h e n  moved up 2 p e r c e n t  we shou ld  have abou t  a 14 p e r c e n t  
i n c r e a s e  i n  M 1 :  i n  a d i f f e r e n t  envi ronment ,  i f  t h e y  moved down by 2 
p e r c e n t  we shou ld  have minus 3 p e r c e n t .  

MR. KOHN. The o t h e r  way a round .  But you a r e  r i g h t  t h a t  a 2 
p e r c e n t a g e  p o i n t  change would imply  maybe an 8 p e r c e n t a g e  p o i n t  
e f f e c t :  I used one p e r c e n t a g e  p o i n t  and got  a 4 p o i n t  e f f e c t .  Now. 
t h a t  i s - -
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CHAIRMAN VOLCKER. You m u l t i p l i e d  by 2 .  

MR. KOHN. R i g h t .  

V I C E  CHAIRMAN CORRIGAN. But t h a t  t o o  i s  o p p o r t u n i t y  c o s t .  

MR. PARRY. Are you s a y i n g  t h a t  i n  t h e  e s t i m a t i o n  t h e  
i n t e r e s t  r a t e  e l a s t i c i t y  may be  somewhat h i g h e r  t h a n  i s  r e a l l y  t h e  
c a s e - - t h a t  i r  may be  more o f  a one - t ime  s h i f t ?  

MR. KOHN. I have t h a t  s u s p i c i o n .  Obv ious ly ,  I c a n ’ t  show 
i t .  I t  i s  t r u e  t h a t  t h e  newer models w i t h  t h e  h i g h e r  e l a s t i c i t i e s  do 
p r e t t y  w e l l  r h i s  y e a r :  t h e y  show about  a 1 2  p e r c e n t  growth.  So 
t h e y ’ v e  got  t h a t  on t h e i r  s i d e .  I j u s t  have t h e  s u s p i c i o n  t h a t  i n  
some s e n s e  we may have o v e r r e a c t e d .  But I t h i n k  t h a t  M 1  i s  go ing  t o  
b e  v e r y  i n t e r e s t  s e n s i t i v e ,  v e r y  s e n s i t i v e  t o  o p p o r t u n i t y  c o s t s - - i n  
p a r t  b e c a u s e ,  a s  Governor H e l l e r  was s a y i n g ,  it i s  c l o s e l y
s u b s t i t u t a b l e  f o r  o t h e r  k i n d s  o f  s h o r t - r u n  l i q u i d  d e p o s i t s  and i n s u r e d  
d e p o s i t s .  And a s  t h o s e  t h i n g s  s h i f t  t h e n - 

CHAIRMAN VOLCKER. When you s a y  a one p e r c e n t  change i n  
i n t e r e s t  r a t e s ,  you a r e  t a l k i n g  about  a one p e r c e n t a g e - -

MR. KOHN. One p e r c e n t a g e  p o i n t  change i n  i n t e r e s t  r a t e s .  I n  
my own c a l c u l a t i o n  I was u s i n g  t h e  funds  r a t e .  

MR. J O H N S O N .  I t h o u g h t  you s a i d -

CHAIRMAN VOLCKER. Abso lu te  change .  A l l  you a r e  t a l k i n g  
abou t  i s  a change i n  t h e  f u n d s  r a t e  from 5 p e r c e n t  t o  6 p e r c e n t  o r  
from 5 p e r c e n t  t o  wha teve r .  

MR. JOHNSON.  I t h o u g h t  you s a i d  t h e r e  was some o p p o r t u n i t y  
c o s t  - -

CHAIRMAN VOLCKER. [ U n i n t e l l i g i b l e ]  t h e  o p p o r t u n i t y  c o s t  i s  
between- -

MR. KOHN. That  i m p l i e d  t h a t  t h e r e  was some a d j u s t m e n t  by t h e  
i n s t i t u t i o n s ,  b u t  a s low a d j u s t m e n t .  That  i s ,  t h i s  was t a k e n  from t h e  
t a b l e  i n  t h e  l a s t  p a r t  of  t h e  pape r  t h a t  r e f e r r e d  t o  a s low ad jus tmen t
of  t h e  o f f e r i n g  r a t e s .  I t  d i d n ’ t  imply t h a t  o f f e r i n g  r a t e s  d i d n ’ t  
c h a n g e - - o n l y  t h a t  t h e y  changed s lowly  a s  t h e y  have  t h i s  y e a r .  So  it 
i s  n o t  n e c e s s a r i l y  a one p e r c e n t a g e  p o i n t  change from o p p o r t u n i t y  
c o s t :  it would be  someth ing  l e s s  t h a n  t h a t .  I t  would b e ,  s a y ,  a one 
p e r c e n t a g e  p o i n t  change i n  market  i n t e r e s t  r a t e s  on J a n u a r y  1st and 
t h e n  a v e r y  s low ad jus tmen t  of o f f e r i n g  r a t e s  t o  t h a t .  

MR. ANGELL. You assume t h i s  i n t e r e s t  r a t e  s e n s i t i v i t y  works 
b o t h  ways on t h e  same demand f u n c t i o n ?  

MR. KOHN. The way w e  have it now. i t  would.  But f o r  l a r g e
changes ,  I am n o t  c e r t a i n .  

MR. ANGELL. [ U n i n t e l l i g i b l e . ]  

MR. PRELL. The symmetry of  t h e  r e s p o n s e  of t h e  banks t o  t h i s  
i s  a f u r t h e r  c o m p l i c a t i o n .  
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MR. ANGELL. 
we were e v e r  t o  g e t  
f o r  h i g h e r  i n t e r e s t  
might  be  z e r o .  T h i s  

MR. KOHN. 
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If it d i d  have symmetry, t h a t  would mean t h a t  i f  
back i n t o  a h i g h e r  i n f l a t i o n  s c e n a r i o  and t h e  need 
r a t e s  one might a r g u e  t h a t  t h e  c o r r e c t  p a t h  f o r  M 1  
t h i n g  works bo th  ways. 

I t ’ s  n o t  l i k e l y  t o  be  symmet r i ca l  from t h e  c u r r e n t  
l e v e l s  s i n c e  o f f e r i n g  r a t e s  a r e  above where t h e y  need t o  b e  anyhow. 
If you r a i s e d  i n t e r e s t  r a t e s  from t h e  c u r r e n t  l e v e l ,  presumably you’d 
s h o r t  c u t  a c e r t a i n  ad jus tmen t  t h a t  o t h e r w i s e  would be  happening .  So 
it i s  a more compl i ca t ed  k ind  of  t h i n g .  But i f  you s t a r t e d  from an 
e q u i l i b r i u m  r e l a t i o n s h i p  o f  o f f e r i n g  r a t e s - 

CHAIRMAN VOLCKER. If t h e  market  r a t e  t h a t  you u s e  changes by 
one p e r c e n t a g e  p o i n t ,  what i s  t h e  e l a s t i c i t y  of  M2 and M3? 

MR. KOHN. I d o n ’ t  have an M3 e l a s t i c i t y ,  b u t  M2 w i t h  a s low 
ad jus tmen t  would be  . 0 9  e l a s t i c i t y .  So .09  t i m e s  about  1 6  p e r c e n t  
would be abou t  a 1 - 1 / 2  p e r c e n t a g e  p o i n t  change i n  M2. The e l a s t i c i t y  
w i t h  r e s p e c t  t o  M l - - t h i s  i s  o v e r  a y e a r - - w a s  . 2 3 .  

MR. BLACK. Don, i n  e x p r e s s i n g  doub t s  abou t  t h e  new model ,  
a r e  you e x p l i c i t l y  assuming t h a t  you w i l l  have more r a p i d  ad jus tmen t  
on t h e  o f f e r i n g  r a t e s ?  

MR. KOHN.  Wel l ,  t h a t  i s  a n o t h e r  t h i n g  t h a t  cou ld  happen 
h e r e .  I t  cou ld  b e ,  p a r t i c u l a r l y  i f  i n t e r e s t  r a t e s  moved down, t h a t  
t h e  c o s t  p r e s s u r e  on banks would be s o  l a r g e  t h a t  t h e  c o m p e t i t i v e  dam 
would b r e a k  and you
t h a n  t h a t - -

MR. BLACK. 

MR. KOHN.  
s t i l l  be  l a r g e .  

MR. ANGELL. 
l i v i n g  w i t h i n  a n  M 1  
p e r c e n t .  

MR. M O R R I S .  
way on t h i s  s u b j e c t
s i t t i n g  around h e r e  

cou ld  g e t  o f f e r i n g  r a t e s  moving much more promptly 

You a r e  s e e i n g  some movement 

You would have s m a l l e r  e l a s t i c i t i e s  b u t  t h e y  would 

I t  would be r e l a t i v e l y  [morel c o m f o r t a b l e  t h a n  
p a t t e r n  f o r  1987 of  between 2 p e r c e n t  a n d ,  s a y ,  1 6  

Mr. Chairman, I t h i n k  t h a t  we have come a l o n g  
i n  t h e  l a s t  [few y e a r s ] .  A few y e a r s  ago ,  we were 
t a l k i n g  about  M 1  a s  i f  i t  were synonymous w i t h  

t r a n s a c t i o n s  b a l a n c e s .  I shou ld  hope t h a t  t h a t  concept  may b e  
s e r i o u s l y  damaged. And we were t a l k i n g ,  e i t h e r  d i r e c t l y  o r  
i n d i r e c t l y ,  about  t h e  c a u s a l  r e l a t i o n s h i p  between t h e  r a t e  of  change 
i n  t r a n s a c t i o n s  b a l a n c e s  and t h e  r a t e  of change i n  nominal G N P .  A s  
you know, [ I  have been]  a r g u i n g  t h a t  we c a n ’ t  measure money anymore 
and t h a t  we r e a l l y  shou ld  s t a r t  t o  t h i n k  i n  terms o f  g e a r i n g  p o l i c y  t o  
t h e  r a t e  of  change i n  l i q u i d i t y .  I n  t h a t  c o n n e c t i o n ,  I t h i n k  one 
i n d i c a t o r  t h a t  we might  want t o  u s e - - i f  you t h i n k  t h e r e  i s  s a f e t y  i n  
numbers and i n  t h e  p a s t  t h a t  has  proven t o  be  t h e  c a s e - - i s  t o t a l  
l i q u i d  a s s e t s ,  if you can  d i s p l a c e  M 1 .  I would c e r t a i n l y  s t r o n g l y  
u r g e  t h a t  we u s e  t o t a l  l i q u i d  a s s e t s  if w e  want a t h i r d  [ t a r g e t ] .  
L a s t  y e a r  i t s  b e h a v i o r  r e l a t i v e  t o  t h e  nominal  GNP was l e s s  d e f e c t i v e  
t h a n  any of t h e  o t h e r  i n d i c a t o r s .  I t  wasn’ t  t o o  g r e a t ,  b u t  i t  was 
l e s s  d e f e c t i v e .  

CHAIRMAN VOLCKER. [ U n i n t e l l i g i b l e . ]  
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MR. M O R R I S .  We l l ,  t h e r e  was one y e a r  when i t  was 
[ u n i n t e l l i g i b l e ]  b u t  s o  d i d  a l l  t h e  o t h e r s - - e v e r y t h i n g  d i d  w e l l - - a n d  
t h a t  was 1982.  S ince  1982 i t s  v e l o c i t y  has  been l e s s  t h a n  t r a n q u i l ,  I 
s e e ,  b u t  t h e  d e v i a t i o n  a s  compared t o  M 1  t r e n d  v e l o c i t y  i s  v e r y  s m a l l .  
I am n o t  s a y i n g  t h a t  any of  t h e s e  i s  a n y t h i n g  t h a t  we shou ld  t i e  o u r  
[ u n i n t e l l i g i b l e ]  t o  i n  any r i g i d  way. What we have l e a r n e d  i s  t h a t  
none of t h e s e  monetary a g g r e g a t e s  has  an ex t r eme ly  s t a b l e  r e l a t i o n s h i p  
t o  nominal  GNP.  But t h e  f a c t  i s  t h a t  i n  f o u r  o u t  of t h e  l a s t  f i v e  
y e a r s  we have n o t  met our  i n i t i a l  M 1  t a r g e t ,  and I t h i n k  t h a t  i s  
someth ing  we ought  t o  pay a l i t t l e  a t t e n t i o n  t o .  D e s p i t e  t h e  
d e v i a t i o n  of t h e  r e l a t i v e l y  b r o a d e r  a g g r e g a t e s  from t r e n d  v e l o c i t y ,  we 
g e n e r a l l y  have been h i t t i n g  t h e  [ t a r g e t s  f o r 1  t h e  b r o a d e r  a g g r e g a t e s .  
We have had r anges  wide enough t o  encompass them. And we have done 
t h a t  t h i s  y e a r .  I f  we a r e  f o r c e d  t o  go w i t h  t h e s e ,  and under  c u r r e n t  
law we a r e ,  r h e n  I t h i n k  it makes s e n s e  t o  go w i t h - - I  wouldn’ t  c a l l  
them t a r g e t s - - b u t  i n d i c a t o r s  o f  monetary p o l i c y  t h a t  w e  a r e  more 
l i k e l y  t o  h i t .  And I t h i n k  t h e  s i t u a t i o n  w i t h  M 1  now i s  such  t h a t  M 1  
v e l o c i t y  i s  comple t e ly  u n p r e d i c t a b l e .  We need t o  f o r e c a s t  M 1  
v e l o c i t y ,  a s  Mr. Kohn’s pape r  i n d i c a t e s .  But f i r s t  we need t o  know 
what i s  l i k e l y  t o  happen t o  i n t e r e s t  r a t e s ,  what t h e  r e l a t i o n s h i p
between nominal  GNP and i n t e r e s t  r a t e s  i s ,  and a l s o  how the  banke r s  
a r e  go ing  t o  respond t o  any change i n  i n t e r e s t  r a t e s .  And i t  seems t o  
me t h a t  a l l  t h a t  adds  up t o  t h e  p r o p o s i t i o n  t h a t  t h e  c u r r e n t  M 1  
v e l o c i t y  i s  n o t  p r e d i c t a b l e .  

CHAIRMAN VOLCKER. Suppose we had a s i t u a t i o n  where i n t e r e s t  
r a t e s  were r i s i n g ,  s a y ,  one p e r c e n t  o r  more and M 1  was r i s i n g  a t  t h e  
same t i m e ,  s a y .  a t  l e a s t  f a s t e r  t h a n  t h e  nominal  G N P .  Does t h a t  t e l l  
you a n y t h i n g ?  

MR. ANGELL. Yes. i t  c e r t a i n l y  d o e s .  I t  seems t o  me t h a t  
Frank  wants  t o  throw away t o o  much. During a p e r i o d  of a c c e l e r a t i n g  
i n f l a t i o n ,  from even v e r y  low l e v e l s ,  it seems t o  m e  i t ’ s  t h e  c a s e  
t h a t  t h e r e  i s  s t i l l  a r a t h e r  s t a b l e  r e l a t i o n s h i p .  There  may be  a 
s t a b l e  r e l a t i o n s h i p  d u r i n g  p e r i o d s  o f  d i s i n f l a t i o n ,  b u t  we may n o t  be 
w i l l i n g  t o  admit  t o  what t h a t  i s .  That  i s ,  we may n o t  be w i l l i n g  t o  
admit  t o  t h e  n e g a t i v e  v e l o c i t y  t h a t  would e n t a i l .  What I t h i n k  w e  
know i s  t h a t  when you s h i f t  from an i n f l a t i n g  [ u n i n t e l l i g i b l e ]  economy 
t o  one of d i s i n f l a t i o n  and o u t r i g h t  d e f l a t i o n ,  t h e n  t h o s e  
r e l a t i o n s h i p s  a r e  u n s t a b l e .  And I t h i n k  t h a t  e v e r y  such  p e r i o d  i n  
h i s t o r y  would d e m o n s t r a t e  t h a t  t o  be t h e  c a s e .  

MR. MORRIS. I am j u s t  s a y i n g  t h a t  I have  no o b j e c t i o n s  t o  
u s i n g  M 1  f o r  whatever  i n f o r m a t i o n  you t h i n k  it may be  g i v i n g  you.
What I do o b j e c t  t o  i s  u s i n g  i t  a s  a p u b l i s h e d  t a r g e t  o f  monetary 
p o l i c y  when t h e  u n c e r t a i n t i e s  a r e  s o  enormous. 

MR. J O H N S O N .  I a g r e e  w i t h  t h a t  p o i n t .  I t h i n k  Wayne h a s  
made a good p o i n t  t o o .  You can  v i s u a l i z e  t i m e s  when t h i s  r e l a t i o n s h i p  
g i v e s  you a l o t  more a c c u r a t e  assessment  of nominal G N P ,  and I can  s e e  
a t i m e  when more s t a b i l i t y  would r e t u r n  t o  M 1 .  When you have b i g  
s h i f t s ,  a s  you s a y ,  f r o m  a h i g h  i n f l a t i o n ,  h i g h  i n t e r e s t  r a t e  economy 
t o  low i n f l a t i o n  and low i n t e r e s t  r a t e s ,  you expec t  b i g  changes and 
u n s t a b l e  c o n d i t i o n s .  I wou ldn’ t  want t o  th row M 1  o u t  a l t o g e t h e r :  b u t  
I c e r t a i n l y  f e e l  uncomfor t ab le  p u b l i s h i n g  a t a r g e t  range  f o r  1987 i n  
t h e  middle  of a t r a n s i t i o n  p e r i o d  l i k e  t h i s .  And g i v i n g  peop le  t h e  
i m p r e s s i o n  t h a t  we a r e  going  t o  make some a t t e m p t  t o  h i t  t h a t  t a r g e t
r e a l l y  b o t h e r s  me. 
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MR. ANGELL. Maybe we should  c a l l  it a m o n i t o r i n g  r ange .  

MR. MORRIS. Even i f  you do t h a t  t h e  &!d York Times i s  go ing  
t o  p u b l i s h  a p i c t u r e  of it e v e r y  F r i d a y  showing M1 way [ o u t s i d e ]  

CHAIRMAN VOLCKER. What [ v e l o c i t y ]  i n c r e a s e  do you g e t  w i t h ,  
s a y - - j u s t  t o  keep t h e  a r i t h m e t i c  e a s y - - a  6 p e r c e n t  i n c r e a s e  i n  nominal 
GNP and no change i n  t h e  d i s c o u n t  r a t e ?  

MR. KOHN. For n e x t  y e a r  we would h a v e ,  because  o f  some of 
t h e  l agged  e f f e c t s  o f  t h e  d e c l i n e s  i n  i n t e r e s t  r a t e s - 

CHAIRMAN VOLCKER. Suppose t h e r e  a r e  no l agged  e f f e c t s  i n  
i n t e r e s t  r a t e s .  

MR. KOHN. Then I would s a y  we’d g e t  abou t  a 5 p e r c e n t  
i n c r e a s e  i n  M1 and I would expec t  abou t  a one p e r c e n t  t r e n d  i n c r e a s e  
i n  v e l o c i t y .  

CHAIRMAN VOLCKER. You s t i l l  have a t r e n d ?  

MR. KOHN. A l i t t l e  one:  between z e r o  and one ,  back ing  of f  a 
l i t t l e .  I t h i n k  t h e r e  cou ld  be some t r e n d  from hav ing  demand d e p o s i t s
and c u r r e n c y  i n  t h e r e .  I t  i s  n o t  a l l  NOW a c c o u n t s  t h a t  might  have a 
t r e n d  growth of abou t  z e r o ,  t h e  way M2 d i d .  So I c a n ’ t  r u l e  o u t  t h a t  
t h e r e  would be some t r e n d  i n  t h e r e .  

.MR. STERN. That  would imply v e r y  s low growth ove r  t h e  l a s t  
t h r e e  q u a r t e r s  of n e x t  y e a r  g iven  t h e  f i r s t  q u a r t e r .  

MR. KOHN. No. I d i d n ’ t  t h i n k  t h a t  was a p r o j e c t i o n  f o r  nex t  
y e a r  b u t  r a t h e r  if we were i n  e q u i l i b r i u m .  For n e x t  y e a r  we would 
have much f a s t e r  growth f o r  t h e  y e a r  g iven  t h a t  w e  have l agged  e f f e c t s  
f rom t h i s  y e a r .  

MR. ANGELL. What k ind  o f  v e l o c i t y  would you have if you had 
a 5 p e r c e n t  nominal  GNP and a 100  b a s i s  p o i n t  d e c l i n e  i n  i n t e r e s t  
r a t e s ?  

MR. KOHN. I guess  I would have abou t  a minus 3 p e r c e n t ,  
u s i n g  my 4 p e r c e n t  minus t h e  one .  

MR. ANGELL. So t h a t  would mean an 8 p e r c e n t - .  

MR. KOHN. T h i s  i s  n o t  f o r  n e x t  y e a r :  t h i s  i s  s t a r t i n g  o u t  
from t h e  p o s i t i o n - -

MR. MORRIS. What i f  t h e  banks con t inued  t o  pay t h e  c u r r e n t  
r a t e  when t h e  market  r a t e s  r e a l l y  went down by one p e r c e n t a g e  p o i n t ?  
Then M1 would b a l l o o n .  

MR. KOHN. That  i s  r i g h t .  Now, my c a l c u l a t i o n  assumes even 
w i t h  a 4 p e r c e n t  r e a c t i o n ,  which i s  a huge r e a c t i o n  t o  a one 
p e r c e n t a g e  p o i n t  change i n  i n t e r e s t  r a t e s .  a t  l eas t  some s low 
ad jus tmen t  o f  t h o s e  o f f e r i n g  r a t e s .  I d o n ’ t  know w h a t - 

CHAIRMAN VOLCKER. You g e t  i n t e r e s t  r a t e s  back up t o  2 1  
p e r c e n t  a g a i n :  you won’t  have any money supp ly  a t  a l l .  
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VICE CHAIRMAN CORRIGAN. That's the question I want to ask. 
I am not sure about that. Within the framework of this revised model 
that you are working with Don. is it plausible--this is not, 
obviously, an operative question for 1987--thatyou could get a 
pattern of pricing behavior by banks that would produce a real credit 
crunch in the old fashioned sense of the word? Is it plausible to get
pricing by banks that becomes so aggressive that you are not even sure 
of the algebraic signs? 

MR. KOHN. I guess by credit crunch you mean a situation in 

which interest rates are rising. They could raise their rates on NOW 

accounts by even more because of the concern about lowering--. I 

suppose M1 could swallow M2 at some point here but that sounds rather 

extreme. 


VICE CHAIRMAN CORRIGAN. It depends on what kind of market 

they want to-- 


MR. ANGELL. I don't see how the crunch can occur, Jerry,
without [interest rate] ceilings. Deregulation shouldn't mean that 
you are going to price so that the quantity demanded-

VICE CHAIRMAN CORRIGAN. I realize this is a highly

implausible circumstance, but in that circumstance if the banks decide 

that what they really have to do to protect themselves, or to keep 

away from hot money positions themselves, is not just maintain their 

deposit base but increase their "stable deposit base" they could get 

very aggressive in pricing retail deposits in a crunch type

environment. 


MR. ANGELL. Well, then they have negative margins. don't 

they? 


CHAIRMAN VOLCKER. It seems to say that retail deposits are 

more volatile than-


VICE CHAIRMAN CORRIGAN. I think it says that they are not 

more volatile, but that in order to keep them the competitive 

pressures get so intense that banks have to respond by pricing those 

deposits more aggressively. 


CHAIRMAN VOLCKER. It is hard for me to see the situation in 

which they would price those deposits more aggressively than the 

marginal deposits. Mr. Parry. 


MR. PARRY. As I recall our discussion about M1 in July,
after lengthy discussion. I think we came to the conclusion that it 
would be best to show a range for M1 and that we would stick with the 
current range and note all the uncertainties associated with it. In 
1986 we have had very sharp declines in interest rates. We are now 
expecting, at least on the basis of the general discussion, that 
interest rates are going to be flat. So it seems to me that one could 
repeat what we set out as a tentative target and feel a little better 
about it. 

CHAIRMAN VOLCKER. The argument on the other side--justto 
put forth the argument--isthat if it is going to be so volatile in 
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e i t h e r  d i r e c t i o n ,  w i t h  r e l a t i v e l y  modest changes i n  i n t e r e s t  r a t e s ,  
does t h a t  s e r v e  us w e l l ?  

MR. MELZER. One t h i n g  t h a t  s t r u c k  m e  i n  r e a d i n g  t h i s  paper
i s  t h a t  t h e  advantage  of  a narrow a g g r e g a t e  i s  t h a t  we can  i n f l u e n c e  
i t .  When you g e t  o u t  t o  M2 and M3, o u r  a b i l i t y  t o  i n f l u e n c e  i s  
somewhat l i m i t e d .  J u s t  from an o p e r a t i o n a l  p o i n t  o f  view it i s  
d e s i r a b l e ,  a t  l e a s t  t h e  way I s e e  t h i n g s ,  t o  have someth ing  t h e r e  t h a t  
we can  i n f l u e n c e  shou ld  we choose t o  do s o .  The o t h e r  t h i n g  t h a t  
s t r u c k  m e  i s  t h a t  t h e  NOW account  a s p e c t s  of  M 1  a r e  r e a l l y  going  t o  
cause  ongoing problems i n  t h a t  r e g a r d .  There may come a t i m e  when we 
want t o  go t o  some more s t r i c t l y  t r a n s a c t i o n a l  b a s e ,  whether  it i s  M1A 
o r  some o t h e r  t y p e  of  narrow a g g r e g a t e .  T h i s  i s n ’ t  t h e  t i m e ,  I d o n ’ t  
t h i n k ,  t o  l a y  a new narrow a g g r e g a t e  on t h e  t a b l e  because  t h e r e  a r e  
s t i l l  a l o t  o f  u n c e r t a i n t i e s .  But I do have t h i s  f e e l i n g  t h a t  i t  i s  a 
d e s i r a b l e  t h i n g .  if we want t o  choose a regime around a narrow 
a g g r e g a t e ,  t h a t  we cou ld  c o n t r o l  i t - - t h a t  we have t h e  concept  of t h a t  
i n t a c t  i n  some way, i n  t e rms  of how we s e t  t a r g e t s .  

MR. M O R R I S .  May I o b j e c t  t o  t h a t  argument? We canno t  
c o n t r o l  M 1  u n l e s s  we do n o t  have an i n t e r e s t  r a t e  p o l i c y .  I n  o t h e r  
words ,  if we want t o  have a s t r i c t  m o n e t a r i s t  regime and d e c i d e  we a r e  
go ing  t o  produce X amount of  M 1 ,  we can  do t h a t .  b u t  we have t o  
s u r r e n d e r  any i n f l u e n c e  ove r  i n t e r e s t  r a t e s .  You r e a l l y  a r e  go ing  t o  
have t o  add t h a t  t o  your  o p e r a t i o n a l - -

MR. ANGELL. That  i s  always t h e  c a s e .  

MR. MORRIS.  What’s  a lways t h e  c a s e ?  

MR. ANGELL. I f  you want t o  f o c u s  s t r i c t l y  on M 1 ,  you have 
go t  t o  g i v e  up i n t e r e s t  r a t e s .  

MR. M O R R I S .  I would a rgue  t h a t  we a r e  neve r  going  t o  g i v e  up 
some k ind  o f  i n t e r e s t  r a t e  p o l i c y .  Nor shou ld  we. And, t h e r e f o r e ,  
t h e  i d e a  t h a t  M 1  i s  c o n t r o l l a b l e  has  no m e r i t  wha t soeve r .  

MR. BOEHNE. There  i s  a v a l u e  t o  t h e  monetary a g g r e g a t e s  t h a t  
goes beyond t h e  c o n t r o l  i s s u e  and t h a t  i s  t h e i r  v a l u e  a s  an i n d i c a t o r  
v a r i a b l e .  We can  use  i n t e r e s t  r a t e s  t o  c o n t r o l  nominal GNP b u t  one o f  
t h e  problems i s  we d o n ’ t  know what nominal  GNP i s  e x c e p t  w i t h  a 
c o n s i d e r a b l e  l a g .  Something l i k e  M2 can  g i v e  us i n f o r m a t i o n  about  
what i s  go ing  on i n  t h e  economy, i n  a n  i n d i c a t o r  s e n s e ,  even though we 
d o n ’ t  c o n t r o l  i t .  And it seems t o  me t h a t  t h e r e  i s  some v a l u e  i n  
hav ing  an i n d i c a t o r  v a r i a b l e  t h a t  has  a l a g  t h a t  i s  s h o r t e r  t h a n  
nominal  G N P .  If  you l o o k  a t  M2, it h a s  n o t  been a l l  t h a t  bad even 
though we have had a drop  i n  v e l o c i t y  t h i s  y e a r .  If we had used  M2,  
f o r  example,  and had fo l lowed  it more a s  an i n d i c a t o r  v a l u e ,  it would 
have s i g n a l l e d  t h e  need f o r  lower i n t e r e s t  r a t e s  d u r i n g  t h e  f i r s t  p a r t  
o f  t h e  y e a r ,  soone r  t h a n  i n  f a c t  we d i d  lower them. And if you look  
a t  it now, what it i s  s i g n a l l i n g  i s  t h a t  w e  d o n ’ t  need f u r t h e r  
r e d u c t i o n s  i n  s h o r t - t e r m  r a t e s  a t  t h e  moment. You have t o  l o o k  a t  an 
i n d i c a t o r  v a r i a b l e  i n  t h e  c o n t e x t  of a whole l o t  of o t h e r  t h i n g s .  But 
I t h i n k  one cou ld  have a framework f o r  a r g u i n g  t h e  v a l u e ,  i n  a n  
i n d i c a t o r  s e n s e ,  o f  t h e  b r o a d e r  a g g r e g a t e s - - b o t h  M2 and M 3 - - t h a t  i s  
q u i t e  s e p a r a t e  f rom t h i s  c o n t r o l  b u s i n e s s .  
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MR. JOHNSON. I can  conce ive  of  a t i m e  when M1 would be 
[ u n i n t e l l i g i b l e ] .  I d o n ’ t  want e v e r  t o  g e t  i n  a s i t u a t i o n  l i k e  t h i s ,  
b u t  1979 was a v e r y  conven ien t  t i m e  f o r  an M 1  t a r g e t .  I t  i s  a 
d i s g u i s e ,  maybe. f o r  a h i g h  i n t e r e s t  r a t e  p o l i c y :  b u t  it c e r t a i n l y
a v o i d s  a l o t  o f  t h e  p o l i t i c s  of hav ing  t o - -

MR. MORRIS. The b r o a d e r  a g g r e g a t e s  would do t h e  same t h i n g .  

MR. JOHNSON. Wel l ,  I d o n ’ t  know. If I remember r i g h t ,  M2 
was r i g h t  on t h e  t a r g e t .  

MR. HELLER. You cou ld  go t h e  o t h e r  way. If you go on t h e  
c o n t r o l  i s s u e  r a i s e d  by Mr. Melze r ,  what i s  wrong w i t h  go ing  t o  t h e  
monetary b a s e ?  Then you have something t h a t  i s  r e a l l y  under  o u r  
c o n t r o l ,  and i t  p robab ly  has  been per forming  b e t t e r  t h a n  t h e  c u r r e n t  
M1 a t  l e a s t .  

CHAIRMAN VOLCKER. Damning w i t h  f a i n t  p r a i s e !  

MR. ANGELL. [ U n i n t e l l i g i b l e . ]  

MR. JOHNSON. There  i s  someth ing  t o  a t  l e a s t  hav ing  a 
measured narrow a g g r e g a t e  t h a t  we can  i n f l u e n c e ,  if we c a n .  But I 
t h i n k  t h e  p o i n t  i s  s t i l l  t h i s :  I d o n ’ t  s e e  t h a t  t h e  u n c e r t a i n t i e s  
around M1 o r  t h e  b a s e  a r e  any more improved t h a n  t h e y  were when we 
s t a r t e d  out  l a s t  y e a r .  I r e a l i z e  t h a t  w e  d i d n ’ t  f o r e c a s t  t h e  d e c l i n e  
i n  i n t e r e s t  r a t e s  t h a t  we go t  l a s t  y e a r .  I am j u s t  s a y i n g - -

MR. HELLER. What abou t  t h e  b a s e ?  You d o n ’ t  g e t  t h a t  k i n d  o f  
s h i f t i n g  t h a t  you g e t  around t h e  a r t i f i c i a l  l i n e  drawn on M1 and [ i n  
r e sponse  t o ]  what you c a l l  f i n a n c i a l  d e r e g u l a t i o n .  

CHAIRMAN VOLCKER. You g e t  t h a t  k ind  of s h i f t i n g :  it i s  j u s t  
once removed. 

MR. JOHNSON. That  i s  r i g h t .  The magnitude i s  n o t  a s  g r e a t ,  
b u t  i t  i s  t h e r e .  

CHAIRMAN VOLCKER. With s h i f t i n g  i n t o  NOW a c c o u n t s ,  a s  I 
r e c a l l ,  you g e t  a h i g h e r  r e s e r v e  requi rement  r e l a t i v e  t o  t h e  b a s e ,  a l l  
o t h e r  t h i n g s  e q u a l .  

MR. JOHNSON. D e f i n i t e l y .  

CHAIRMAN VOLCKER. You d o n ’ t  have t o  accommodate it b u t  

MR. JOHNSON. Who i s  t o  s a y ,  Bob ,  t h a t  we won’t  g e t  a shock 
w i t h  energy  p r i c e s  o r  someth ing .  What if OPEC--? We cou ld  g e t  a b i g  
s u r g e  i n  i n t e r e s t  r a t e s  and w e  would end up l o o k i n g  v i c i o u s  on M1 and 
need t o  go ,  a s  you s a y ,  even t e m p o r a r i l y  t o  n e g a t i v e  r a t e s  of growth.  

MR. ANGELL. I t  seems t o  m e  t h a t  t h e r e  a r e  s e v e r a l  ways w e  
cou ld  go h e r e .  But one t h i n g  I f e e l  i s  v e r y  i m p o r t a n t  i s  f o r  t h e  
market  t o  u n d e r s t a n d  t h a t  if i n f l a t i o n  were t o  reemerge a s  a t h r e a t  we 
would move q u i c k l y  t o  a monetary a g g r e g a t e  t a r g e t i n g - - w e  would make 
t h a t  o u r  pr imary  r e s p o n s i b i l i t y .  I d o n ’ t  know whether  we have it o u t  
t h e r e - -
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CHAIRMAN VOLCKER. Does anybody else have anything burning to 

say? At this stage I just want to give you a little homework. I was 

listening to this and I think we ought not come to any obviously final 

judgments: but it would be very helpful if we had a good sense of the 

framework in which we should approach the necessary numerology.

recognizing that we can't get away from that. Is there any sympathy

for a new narrower aggregate? 


MR. BLACK. Yes. I have some Mr. Chairman, which I will talk 

about tomorrow. 


CHAIRMAN VOLCKER. Is there any sympathy for any new 
aggregate at all? Responses in the morning. I even want a consensus 
in the morning. as nearly as we can get one. Do we want to have a 
normal type target for M1 at all? And I would have a sub-question to 
that, which may be quite important. In the absence of a normal 
target--whichsays to me that we have a target of X to Y and if we're 
outside it, we're outside it--isthere anything that we would want to 
say about movements of M1 in relation to other things, such as things
that would alarm us or reassure us?  And finally, the question is: Do 
we retain M2 and M3? If we answer all those questions with a "no" we 
don't have any targets. So you have one constraint on your remarks 
tomorrow: you can't answer no to all the questions. 

[Meeting recessed] 
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December 16, 1986--Morning S e s s i o n  

MR. BLACK. Did you a s k  if anybody wanted t o  comment, Mr. 
Chairman? A t  t h e  a p p r o p r i a t e  t i m e .  I would l i k e  t o .  

CHAIRMAN VOLCKER. The a p p r o p r i a t e  t i m e  i s  [now]. 

MR. BLACK. I d o n ’ t  s e e  much p o i n t  i n  s e t t i n g  a r ange  f o r  M 1  
because  i t  has  been misbehaving  s o  b a d l y .  We cou ld  s imply  omit  t h e  
r ange  b u t  I t h i n k  it would be wor thwhi le  i f  we s u b s t i t u t e d  a r ange  f o r  
M1A.  I know t h e r e  a r e  problems w i t h  t r y i n g  t o  t a r g e t  M l A ,  j u s t  l i k e  
t h e r e  a r e  problems w i t h  any o f  t h e  o t h e r  a g g r e g a t e s ;  b u t  t h e  l o n g - r u n
i n t e r e s t  e l a s t i c i t y  of  M1A r e p o r t e d  i n  t h e  s t a f f  pape r  i s  low enough 
t o  make i t ,  I t h i n k .  t e c h n i c a l l y  f e a s i b l e  t o  se t  a r ange  of 4 t o  5 
p e r c e n t a g e  p o i n t s  [ i n  w i d t h ] ,  which i s  what w e  have done c u s t o m a r i l y .  
I t  seems t o  me l i k e l y  t h a t  t h e  i n t e r e s t  e l a s t i c i t y  of M1A w i l l  remain 
r e l a t i v e l y  s t a b l e  even i f  t h e  d e p o s i t o r y  i n s t i t u t i o n s  began t o  a d j u s t  
t h e i r  d e p o s i t  r a t e s  more f l e x i b l y  i n  r e s p o n s e  t o  changes  i n  market  
r a t e s .  And I j u s t  t h i n k  t h a t  some s o r t  o f  d i s c i p l i n e  l i k e  t h a t  cou ld  
be  v e r y  u s e f u l  i n  reminding  t h e  p u b l i c  t h a t  we a r e  s e r i o u s  about  
i n f l a t i o n .  A l s o ,  i f  w e  g e t  t o  t h e  p o i n t  t h a t  we need t o  t i g h t e n  u p ,  
we a r e  go ing  t o  need someth ing  t o  [ u n i n t e l l i g i b l e ] .  Remembering back 
t o  October  6 ,  1 9 7 9 ,  I t h i n k  a l o t  of peop le  vo ted  f o r  t a r g e t i n g  t h e  
a g g r e g a t e s  because  t h e y  t h o u g h t  it p rov ided  an excuse  t o  r a i s e  
i n t e r e s t  rates m o r e  t h a n  t h e y  o t h e r w i s e  cou ld  g e t  away w i t h :  and I 
t h i n k  t h i s  k ind  of a g g r e g a t e  t a r g e t  cou ld  be ex t r eme ly  u s e f u l  i n  t h a t  
c a p a c i t y  when t h a t  t i m e  comes, i f  it e v e r  comes. I would do t h i s  
a l o n g  w i t h - 

CHAIRMAN VOLCKER. I t ’ s  i n  l a r g e  p a r t  e x  p o s t  r a t i o n a l e .  Do 
you have any s t u d i e s  o f  t h e  e l a s t i c i t y  o f  M1A a s  opposed t o  M 1 .  M r .  
Kohn? 

MR. KOHN. Yes,  we d o ,  Mr. Chairman. I t h i n k  t h e r e  i s  some 
i n f o r m a t i o n  i n  t h e  back  o f  t h e  p a p e r - - t a b l e  3 i n  Mr. Simpson’s memo. 
You can  s e e  t h a t  M 1 A  e l a s t i c i t y  o v e r  a o n e - y e a r  p e r i o d  i s  rough ly  
comparable  t o  t h a t  o f  M2. 

MR. BLACK. The l a s t  pa rag raph  on page 15 i s  a good one t o  
r e a d  on t h a t .  For me, i t ’ s  e a s i e r  t o  i n t e r p r e t  t h a t  s o r t  o f  t h i n g  
t h a n  t o  l o o k  a t  t h e  e l a s t i c i t y  t a b l e s .  I t  s a y s  t h a t  a 50  b a s i s  p o i n t
change i n  marke t  i n t e r e s t  r a t e s  would a l t e r  M 1 A  growth and i t s  
v e l o c i t y  by less  t h a n  1 1 4  o f  a p e r c e n t a g e  p o i n t  a t  an a n n u a l  r a t e  i n  
t h e  s h o r t  run  and about  1 / 2  o f  a p e r c e n t a g e  p o i n t  o v e r  t h e  y e a r - - n o t
p e r f e c t ,  b u t  n o t  bad by t h e  s t a n d a r d s  of t h e  o t h e r  p o s s i b i l i t i e s ,  I 
t h i n k .  

CHAIRMAN VOLCKER. Do we have any c o n f i d e n c e .  assuming t h a t  
one was go ing  t o  have a t a r g e t  f o r  M1A. abou t  where it shou ld  be?  

MR. BLACK. I was go ing  t o  a s k  M r .  Kohn what he  t h i n k s  it 
ought  t o  b e .  

MR. KOHN. I d i d n ’ t  r e a l l y  t h i n k  abou t  a t a r g e t  r a n g e ,  Mr. 
Chairman, b u t  I would s a y  i n  terms of o u r  e x p e r i e n c e  w i t h  M1A ove r  t h e  
l a s t  y e a r  o r  two t h a t  we have found it n o t  n e a r l y  a s  bad a s  M 1  a s  a 
p r e d i c t o r  of G N P .  I t  i s  b e t t e r .  b u t  n o t  t h a t  much b e t t e r .  The 
problem h e r e  i s  t h a t  demand d e p o s i t s  have been growing even f a s t e r  
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t h a n  we would have p r e d i c t e d  on t h e  b a s i s  o f  p a s t  e x p e r i e n c e .  We have 
had about  a 9 - 1 / 2  p e r c e n t  i n c r e a s e  i n  M1A t h i s  y e a r  and I t h i n k  on t h e  
b a s i s  of  p a s t  e x p e r i e n c e  we would have  p r e d i c t e d  someth ing  more on t h e  
o r d e r  of 6 p e r c e n t .  So  w e  have added ,  i n  some s e n s e ,  a n  ove r shoo t  i n  
our  demand d e p o s i t  growth r e l a t i v e  t o  t h e  growth [ u n i n t e l l i g i b l e ] .  A s  
we l o o k  a t  t h i s  phenomenon, w e  s e e  t h a t  t h e  c u r r e n t  i n t e r e s t  
e l a s t i c i t y  of  demand d e p o s i t s  seems t o  b e  i n c r e a s i n g  y e a r  by y e a r .
Now, I t h i n k  t h e r e  a r e  a c o u p l e  of p o s s i b i l i t i e s  h e r e .  One i s  t h a t  t o  
t h e  e x t e n t  t h a t  demand d e p o s i t s  had a l a r g e  b lock  of s o r t  of “ e x c e s s  
d e p o s i t s “  i n  them b e f o r e  b u s i n e s s e s  began t o  manage them more 
e f f i c i e n t l y  t h a t  he lped  t o  h o l d  down t h e  e l a s t i c i t y .  A s  c a s h  
management has  sp read  i n t o  medium and s m a l l e r  s i z e d  b u s i n e s s e s ,  t h o s e  
e x c e s s  demand d e p o s i t s  a r e  more and more t y p i c a l l y  o u t  of t h e  demand 
d e p o s i t s  and a r e  b e i n g  h e l d  a s  compensat ing b a l a n c e s  f o r  c a s h  
management and o t h e r  s e r v i c e s .  

MR. M O R R I S .  Do you know if t h e  a d d i t i o n a l  growth i s  a lmost  
e n t i r e l y  i n  b u s i n e s s  a c c o u n t s ?  

MR. KOHN. Wel l ,  y e s  it would have t o  b e .  I n  our  ownership 
s u r v e y ,  household  accoun t s  were about  1/4--It h i n k  26 p e r c e n t - - o f  
demand d e p o s i t s ,  and t h a t  p r o p o r t i o n  h a s n ’ t  changed v e r y  much. So by 
d e f i n i t i o n  i t  i s  p r i m a r i l y  b u s i n e s s e s  t h a t  accoun t  f o r  t h e  growth.  
Bu t ,  r e t u r n i n g  t o  t h e  o r i g i n a l  p o i n t ,  M 1 A  h a s  been b e t t e r  t h a n  M 1 .  

MR. ANGELL. I t  a l s o  has  a n o t h e r  f e a t u r e  and t h a t  i s  t h a t  it 
i s  somewhat more c o n t r o l l a b l e  i n  r e g a r d  t o  a l t e r i n g  i t s  o p p o r t u n i t y  
c o s t s .  I would presume. Do your  s t u d i e s  show t h a t  t o  be  t h e  c a s e ?  

MR. KOHN.  Well. t h e  market  r a t e  i s  t h e  o p p o r t u n i t y  c o s t ,  t h e  
way we look  a t  i t ,  because  t h e r e  i s n ’ t  a n  e x p l i c i t  o f f e r i n g  r a t e  on 
demand d e p o s i t s .  S o  i t ’ s  t r u e ,  a s  I t h i n k  P r e s i d e n t  Black  s a i d ,  t h a t  
i t  i s  n o t  s u b j e c t  t o  some of t h e  u n c e r t a i n t i e s  t h a t  we would s e e  f o r  
M 1  a s s o c i a t e d  w i t h  how d e p o s i t o r y  i n s t i t u t i o n s  a r e  go ing  t o  p r i c e  
t h e i r  NOW a c c o u n t s :  I t h i n k  t h a t  g r e a t l y  adds t o  t h e  u n c e r t a i n t y .  

CHAIRMAN VOLCKER. Presumably submerged under  t h i s  i s  how 
d e p o s i t o r y  i n s t i t u t i o n s  p r i c e  t h e i r  s e r v i c e s .  

MR. KOHN.  To t h e  e x t e n t  t h a t  t h e r e  a r e  s w i t c h e s  between 
compensat ing b a l a n c e s  and f e e s ,  t h a t  would a f f e c t  M 1 A  a s  w e l l .  

CHAIRMAN VOLCKER. What i n t e r e s t  c r e d i t  do [ t h e y ]  g i v e ?  

MR. J O H N S O N .  It’s h a r d  to s a y  t h a t  demand d e p o s i t s  have been 
l e s s  v o l a t i l e  i n  t h i s  whole mess t h a n  O C D s .  Isn’t t h a t  r i g h t ?  

MR. KOHN.  I ’ m  s o r r y ?  

CHAIRMAN VOLCKER. I n t e l l e c t u a l l y ,  I presume t h a t  i f  you want 
t o  go t h i s  way, t h e  excuse  would be  t h a t  we have had a l l  o f  t h e  s h i f t  
from d e m a n d . d e p o s i t s  i n t o  NOW a c c o u n t s  t h a t  we a r e  going  t o  g e t  and 
t h e y  a r e  l e s s  s u b s t i t u t a b l e  a t  t h e  margin f o r  o t h e r  t y p e s  of l i q u i d  
f u n d s .  

MR. MELZER. T h a t ’ s  what would t r o u b l e  me. A s  I s a i d  
y e s t e r d a y ,  I t h i n k  i t ’ s  d e s i r a b l e  t o  have a narrow a g g r e g a t e ,  b u t  it 
would t r o u b l e  me t o  r o l l  a n o t h e r  one o u t  r i g h t  now when t h e r e  i s  s t i l l  
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t h i s  u n c e r t a i n t y  i n  g e n e r a l  about  t h e  b e h a v i o r  of v e l o c i t y .  That  
cou ld  n o t  o n l y  d i s c r e d i t  t h a t  a g g r e g a t e  b u t  a l s o  cou ld  r a i s e  q u e s t i o n s  
about  what we a r e  do ing  because ,  when we r o l l  t h e  new one o u t ,  we a r e  
imp ly ing  a h i g h e r  c o n f i d e n c e  l e v e l  i n  t h a t  a g g r e g a t e  and i n  a g g r e g a t e s  
t a r g e t i n g  i n  g e n e r a l .  

MR. J O H N S O N .  I t h i n k  t h a t ’ s  a good p o i n t .  I t  l o o k s  l i k e  we 
a r e  r e a l l y  s t a r t i n g  t o  g e t  d e s p e r a t e - - f i s h i n g  around f o r  someth ing .  

M R .  HELLER. That may g i v e  you t h e  p e r f e c t  excuse  i n  a way. 
You may want t o  s a y  a t  t h e  beg inn ing  of t h e  y e a r  t h a t  you a r e  s t u d y i n g  
t h e  p o s s i b i l i t y  of  r e i n t r o d u c i n g  narrow monetary a g g r e g a t e s  and a t  t h e  
p r e s e n t  t i m e  you a r e  conduc t ing  s t u d i e s  t o  de t e rmine  if M l A ,  o r  
someth ing  a l o n g  t h o s e  l i n e s ,  might  be  a p p r o p r i a t e .  If s o ,  a t  a l a t e r  
moment i n  t h e  y e a r  you may want t o  se t  new t a r g e t s .  T h e r e f o r e ,  i t ’ s  
c l e a r  t h a t  you want t o  go back t o  t a r g e t s  b u t  you avo id  hav ing  t o  s e t  
a t a r g e t  a t  t h e  beg inn ing  o f  t h e  y e a r  t h a t  you w i l l  c l e a r l y  o v e r s h o o t .  

CHAIRMAN VOLCKER. M1A h a s  somewhat p e c u l i a r  c h a r a c t e r i s t i c s  
t o  me. I t  s a y s  we a r e  v e r y  i n t e r e s t e d  i n  b u s i n e s s  demand d e p o s i t s  and 
c u r r e n c y  b u t  we d o n ’ t  c a r e  what t r a n s a c t i o n s  b a l a n c e s  i n d i v i d u a l s  ho ld  
pe r  s e .  

MR. BLACK. Mr. Chairman, I have a more r a d i c a l  i d e a .  

CHAIRMAN VOLCKER. Le t  me r e c o g n i z e  Mrs. Horn f i r s t .  

MS. HORN.  Well .  I a g r e e  w i t h  many peop le  who t h i n k  t h a t  t h i s  
i s  n o t  t h e  t i m e  t o  s e t  an M 1  t a r g e t .  

CHAIRMAN VOLCKER. We a r e  o n l y  t a l k i n g  now about  what we a r e  
go ing  t o  do r e g a r d i n g  a [new] na r row- 

MS. HORN.  Oh, s o r r y .  T h a t ’ s  n o t  what I am t a l k i n g  a b o u t .  

CHAIRMAN VOLCKER. We w i l l  r a p i d l y  g e t  t o  t h e  [Ml] q u e s t i o n .  

MR. BLACK. I d i d n ’ t  mean t o  o v e r s t a t e  t h e  c a s e  abou t  M1A 
because  I d o n ’ t  t h i n k  i t ’ s  go ing  t o  be  a l l  t h a t  good: I d o n ’ t  t h i n k  
a n y t h i n g  i s  going  t o  be  a l l  t h a t  good. What I would r e a l l y  l i k e  t o  
s e e  us c o n s i d e r  i s  s e t t i n g  i n f l a t i o n  t a r g e t s  f o r  t h e  n e x t  t h r e e  y e a r s  
o r  s o .  I d o n ’ t  have i n  mind t h a t  we would s e t  up any k ind  of  
au tomat i c  o p e r a t i o n a l  p rocedure  t h a t  would cause  u s  t o  i n  any k ind  of 
p rede te rmined  way do someth ing  if we d e v i a t e  from t h i s  t a r g e t .  A l l  I 
am recommending i s  t h a t  we s e t  f o r t h  an e x p l i c i t  o b j e c t i v e .  I t h i n k  
t h a t  would have more t h a n  a cosme t i c  e f f e c t  b e c a u s e ,  f i r s t  o f  a l l ,  it 
would h e l p  p r e s e r v e  o u r  c r e d i b i l i t y  i n  t h e  s e n s e  t h a t  t h e  p u b l i c  would 
know t h a t  we were go ing  t o  have t o  t a k e  some k ind  o f  a c t i o n  t o  t r y  t o  
g e t  i n f l a t i o n  i n  l i n e  i f  we saw s i g n s  t h a t  w e  were d e v i a t i n g  from t h e  
t a r g e t .  The second r e a s o n  I mentioned a w h i l e  a g o - - t h a t  it i s  a w f u l l y  
n i c e  when t h e  t i m e  comes t h a t  we have t o  t a k e  t h e  unpopular  s t e p  o f  
t i g h t e n i n g  t o  have someth ing  t h a t  w e  can p o i n t  t o  o t h e r  t h a n  i n t e r e s t  
r a t e s .  I f  t h e  a g g r e g a t e s  a r e  weak, we d o n ’ t  have a l o t  t o  p o i n t  t o  
and someth ing  of t h i s  s o r t  cou ld  g i v e  us some p o l i t i c a l  i n s u l a t i o n  a t  
a t i m e  when we need i t .  

CHAIRMAN VOLCKER. We w i l l  r e t u r n  t o  t h e  q u e s t i o n  a l i t t l e  
l a t e r .  M r .  S t e r n ,  do you have something [ t o  say1 about  t h e  new M l ?  
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MR. STERN. I was go ing  t o  s a y  t h a t ,  from a s t r a t e g i c  p o i n t  
o f  v i ew,  I t h o u g h t  Governor H e l l e r ’ s  s u g g e s t i o n  was a good o n e - 
p a r t i c u l a r l y  because  I t h i n k  we ought  t o  t a k e  a n o t h e r  l o o k  a t  t h e  
monetary b a s e  a s  a nar row t a r g e t .  We have some ev idence  t h a t  s u g g e s t s
t h a t ,  a t  l e a s t  i n  r e c e n t  y e a r s ,  i t s  b a s i c  r e l a t i o n s h i p  t o  t h i n g s  l i k e  
i n t e r e s t  r a t e s  and i n f l a t i o n  and o u t p u t  has  been more s t a b l e  t h a n  t h a t  
of t h e  o t h e r  a g g r e g a t e s .  While I am n o t  p repa red  a t  t h e  moment t o  s a y
t h a t  t h e  e v i d e n c e  i s  s u f f i c i e n t l y  conv inc ing  t o  m e  t h a t  I would want 
t o  push i t .  I do t h i n k  i t ’ s  wor th  some f u r t h e r  i n v e s t i g a t i o n .  And 
t h a t  would f i t  i n  r a t h e r  n i c e l y ,  it seems t o  m e ,  w i t h  t h e  k ind  o f  
approach  Governor Hel ler  was s u g g e s t i n g .  

CHAIRMAN VOLCKER. I d o n ’ t  d e t e c t  any s t r o n g  en thus i a sm f o r  
i n t r o d u c i n g  a new nar row monetary a g g r e g a t e  a s  a n  a c t u a l  t a r g e t  a t  
t h i s  p o i n t .  i 

MR. J O H N S O N .  I would be i n  f a v o r  o f  c o n t i n u i n g  t o  s t u d y  it 
if we c a n ,  a s  Governor H e l l e r  s a i d .  Maybe a t  midyear  i f  w e  f e l t  more 
c o m f o r t a b l e  w i t h  a nar rower  t a r g e t  we might  l ook  a t  i t .  

q u e s t i o n  
have i s :  Do we want any new a g g r e g a t e  a t  a l l ?  I t h i n k  M r .  Mor r i s  

CHAIRMAN VOLCKER. L e t ’ s  r e t u r n  t o  t h a t .  The n e x t  

proposed one .  

MR. M O R R I S .  My p r o p o s i t i o n  was t h a t  L would be  a s u i t a b l e  
swap f o r  M 1  b u t  o n l y  i f  we wanted t o  s t a y  w i t h  t h r e e  t a r g e t s .  

CHAIRMAN VOLCKER. Do you push t h i s  w i t h  en thus i a sm o r  w i t h  
j u s t  a f e e l i n g  t h a t  i f  peop le  want t o  t r y  t h a t  we--

MR. M O R R I S .  My t h i n k i n g  i s  t h a t  it i s  p robab ly  a b e t t e r  
measure o f  l i q u i d i t y  t h a n  M2 o r  M3. If I had t o  choose o n l y  one o f  
t h e  t h r e e  I t h i n k  I would t a k e  L .  

CHAIRMAN VOLCKER. L s u f f e r s  from t h e  g r i e v o u s  d e f e c t  t h a t  
t h e  f i g u r e s  come i n  months l a t e .  

MR. MORRIS.  But t h e y  d o n ’ t  have t o .  If  we wanted an e a r l y  
e s t i m a t e  w e  cou ld  g e t  i t ,  I am s u r e .  

CHAIRMAN VOLCKER. Would t h e  s t a f f  l i k e  t o  comment on L?  

MR. KOHN. A coup le  o f  l e v e l s  o f  comments: one i s  t h a t - 
r e t u r n i n g  a g a i n  t o  t h e  r e s u l t s  we g e t  i n  l o o k i n g  a t  L r e l a t i v e  t o  t h e  
o t h e r  a g g r e g a t e s - - i t  l o o k s  b e t t e r  i n  t e rms  o f  S t .  Lou i s  t y p e  r educed-
form r e g r e s s i o n  e s t i m a t e s  t h a n  t h e  narrow a g g r e g a t e s  b u t  abou t  t h e  
same a s  M2 and M3 i n  p r e d i c t i n g  GNP. Be fo re  w e  d e c i d e  r e a l l y  t o  pay a 
l o t  of a t t e n t i o n  t o  L .  I would l i k e  t o  t a k e  a c l o s e  l o o k  a t  some of 
t h e  d a t a  problems.  I t  i s  supposed t o  i n c l u d e  T r e a s u r y  s e c u r i t i e s  
under  one y e a r  t h a t  a r e  i n  t h e  hands o f  t h e  p u b l i c ,  o u t s i d e  t h e  
banking  sys t em.  We d o n ’ t  know q u i t e  how many T r e a s u r y  s e c u r i t i e s  
under  one y e a r  a r e  i n  t h e  hands of t h e  banking  sys tem because  t h e  
T r e a s u r y  used  t o  run  a su rvey  on t h a t  and t h e y  d o n ’ t  anymore. I t  
d o e s n ’ t  i n c l u d e  agency s e c u r i t i e s ,  f o r  example.  because  w e  a r e  n o t  
s u r e  how many agency s e c u r i t i e s  a r e  o u t  t h e r e  [ i n  t h e  hands of t h e  
p u b l i c ] .  a l t h o u g h  it does  i n c l u d e  commercial  pape r .  I t  has  some v e r y  
p e c u l i a r  t h i n g s :  I t h i n k  it h a s  a l o t  o f  d a t a  problems.  We p robab ly
cou ld  work around some of them, b u t  my t e m p t a t i o n  would be t o  work on 

I 
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t h o s e  d a t a  problems and a l s o  on g e t t i n g  more t i m e l y  i n f o r m a t i o n  b e f o r e  
we g e t  s e r i o u s  abou t  L .  

CHAIRMAN VOLCKER. Does anybody e l s e  have any views on L o r  
any o t h e r  broad  a g g r e g a t e ?  

MR. FORRESTAL. Mr. Chairman. maybe what w e  shou ld  do i s  s e t  
t h e  M2 and M3 t a r g e t s  i n  confo rmi ty  w i t h  t h e  Humphrey-Hawkins Act and 
have s t a f f  s t u d y  a menu of  p o s s i b l e  aggrega tes - -MlA.  L ,  and whatever  
e l s e  peop le  t h i n k  might  be a p p r o p r i a t e - - a n d  t r y  t o  d e a l  w i t h  t h a t  
l a t e r  i n  1987. 

CHAIRMAN VOLCKER. Any o t h e r  comments? I do n o t  d e t e c t  any 
s t r o n g  u r g e  f o r  a d o p t i n g  L a s  o f - 

MS. SEGER. We ought  t o  go back t o  t a r g e t i n g  i n t e r e s t  r a t e s .  

CHAIRMAN VOLCKER. Too r a d i c a l !  Le t  me j u s t  t a k e  my 
q u e s t i o n s  o u t  o f  o r d e r .  Does everybody a g r e e  w i t h  what seems t o  be  
t h e  i m p l i c i t  assumpt ion  o f  some peop le  t h a t  w e  w i l l  have an M2 and M3 
t a r g e t  i n  t h e  t r a d i t i o n a l  form? 

MR. BLACK. S i n c e  w e  c a n ’ t  a c c e p t  a n y t h i n g  e l se ,  I would be  
a f r a i d  t o  th row t h o s e  o u t .  

CHAIRMAN VOLCKER. I guess  we have t h a t  assumpt ion  on M2 and 
M3. So t h e  o t h e r  q u e s t i o n  i s  what w e  do w i t h  M 1 .  I t h i n k  t h e r e  i s  a 
q u e s t i o n ,  c l e a r l y ,  a s  t o  whether  we shou ld  have an M 1  t a r g e t ,  s t a t e d  
a s  e i t h e r  a t a r g e t  o r  m o n i t o r i n g  r ange .  i n  t h e  form i n  which we have 
had b u t  d i d n ’ t  i n i t i a l l y  [ adop t  i n  J u l y ] .  Do w e  want t o  s a y  a n y t h i n g  
about  M l ?  We can  o b v i o u s l y  s a y  some t h i n g s  t h a t  have been s u g g e s t e d
about  l o o k i n g  a t  v a r i o u s  a l t e r n a t i v e s  and s t u d y i n g  t h e s e  t h i n g s .  

MR. BOEHNE. I d o n ’ t  t h i n k  we can  have M 1  a s  a normal t a r g e t .  
I t h i n k  t h a t  i s  f a i r l y  c l e a r  and o b v i o u s ,  g iven  a l l  t h e  problems.  But 
I do t h i n k  t h e r e  a r e  some advan tages  t o  keep ing  it a s  a m o n i t o r i n g  
r a n g e ,  f o r  t h e  s i m p l e  r eason  t h a t  it may be u s e f u l  t o  us  sometime i n  
t h e  f u t u r e  under  a d i f f e r e n t  s e t  of c i r c u m s t a n c e s  t h a n  we  have now. 
I t  a l s o  has  t h e  advantage  o f  some h i s t o r y .  s o  w e  a r e n ’ t  r o l l i n g  o u t  
someth ing  new. We can  s a y  t h a t  it once worked: i t ’ s  n o t  working now, 
b u t  it may work i n  t h e  f u t u r e .  And I would couch it i n  terms o f :  Here 
i s  a r a n g e ;  we d o n ’ t  have a whole l o t  o f  c o n f i d e n c e  t h a t  w e  can  h i t  it 
b u t  we want t o  keep it on t h e  s h e l f  s o  t h a t  we  can  u s e  i t:  it would 
o n l y  be  used  i n  t h e  c o n t e x t  o f  a whole l o t  o f  o t h e r  i n f o r m a t i o n ,  so 
d o n ’ t  t h i n k  t h a t  a d e v i a t i o n  from t h e  t a r g e t  i n  and o f  i t s e l f  means 
t h a t  w e  a r e  go ing  t o  change p o l i c y ;  i t ’ s  i n  a s t a t e  t h a t  w e  a r e  going  
t o  l o o k  a t  i t  and w e  may b r i n g  it back t o  p l a y  a more u s e f u l  r o l e .  
S o ,  I am f o r  a m o n i t o r i n g  range  w i t h  some k ind  o f  numer i ca l  v a l u e s  t o  
t h a t  r a n g e .  

CHAIRMAN VOLCKER. Mr. Keehn. 

MR. KEEHN. I would be i n  f a v o r  o f  c o n t i n u i n g  t o  f o l l o w  M 1  
and c e r t a i n l y  r e p o r t i n g  on i t ,  b u t  I would be  a l i t t l e  r e l u c t a n t  t o  
r e - e s t a b l i s h  t h e  r ange  a t  t h i s  p o i n t  because  t h e  r e s u l t s  a r e  go ing  t o  
v a r y ,  p r o b a b l y .  from whatever  w e  t a r g e t .  And a s  we go th rough  t h e  
y e a r .  if t h e  r e l a t i o n s h i p s  t e n d  t o  re -emerge  a n d / o r  i f  GNP growth o r  
i n f l a t i o n  growth were t o  b e g i n  t o  move away on t h e  h igh  s i d e ,  t h e n  a t  
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that point I would re-establish the range to use it effectively. But 

I'd establish a range that seems appropriate at that time. 


CHAIRMAN VOLCKER. Mr. Guffey. 


MR. GUFFEY. I would join those who would opt to maintain M1 

as an aggregate and also to set a monitoring range. To be sure. I'd 

adopt language not unlike what we have done in most recent times--that 

is, that we will pay attention to it, but only in relationship to M2, 

M3, and other developments--and as a result keep it in front of the 

public for purposes of going back to it sometime in the future, which 

I'm convinced we will have to do. 


CHAIRMAN VOLCKER. Mr. Forrestal. 


MR. FORRESTAL. I would agree with Si Keehn. That is to say,
I would keep M 1  for its informational value and because we might need 
it in the future. I wouldn't want to set a range for it because I 
think it's getting a little embarrassing and boring trying to explain
why we keep missing it. Moreover, the market seems--andas far as I 
can tell the Congress seems--fairlycomfortable with our stance on M1: 
so I don't think we have a lot to lose by keeping it [for its 
informational value] and just dropping the range entirely. 

CHAIRMAN VOLCKER. Mr. Corrigan. 


VICE CHAIRMAN CORRIGAN. The idea that I am fooling with is a 

variation on several themes here. First of all, I do want to keep M1 

in the ball game, even if it is on the bench, partly because when I 

look at the behavior of M2 and M3 it seems that they basically grow

within a 6 to 9 percent range, regardless of what's going on in the 

economy, inflation. interest rates, or anything else. There's a 

certain amount of comfort that you can draw from that. in that you

have a good chance of hitting the targets but not much comfort in 

terms of what hitting the targets may mean. The thought I had would 

be to keep the M2 target. and presentationally--


CHAIRMAN VOLCKER. The M2 target? 


VICE CHAIRMAN CORRIGAN. Keep M2, M3, and maybe a monitoring 
range for debt like we have had in the past. Presentationally, what I 
had in mind is that they would be prominently displayed in the box 
that is always part of the testimony. Also in that box in a prominent
place we could have a brief paragraph that would say something like 
"While the Committee has not adopted a formal target for M1 for 1987, 
it will continue to monitor its behavior closely. Consistent with 
that, the Committee expects that in the context of GNP growth of, say,
6 percent and relatively stable interest rates. M1 growth should be in 
a range of 4 to 8 percent." And then add something along these lines: 
"However, in the unlikely event that income is growing rapidly and 
velocity is increasing the Committee might be prepared to re-establish 
a target [for Ml]." You could maybe combine that idea with Governor 
Heller's suggestion and broaden it to say something to the effect that 
in the intervening period the Committee is restudying these 
relationships and definitions and so on. Some notion like that has 
some appeal to me, both presentationally and substantively, even if it 
does mean that M1 in some sense is on the bench rather than in the 
ball game. 
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CHAIRMAN VOLCKER. Mr. Parry. 


MR. PARRY. I basically agree with what Jerry said. It seems 

to me that having M1 still play a role--and with a range--makes some 

sense. 


CHAIRMAN VOLCKER. I am not sure you are agreeing with him. 

Maybe you can be more explicit, I am not sure whether you are or you

aren’t. 


MR. PARRY. Well, he stated a range. He even stated a 

specific range for M1, but a monitoring range. 


CHAIRMAN VOLCKER. That seems to be somewhat different. 

Perhaps it’s more nuances-.. If I understood Mr. Corrigan, he said 

don’t present a range even as a monitoring range; present one as a 

footnote under certain assumptions. 


VICE CHAIRMAN CORRIGAN. It’s a little more than a footnote. 

I’d have it in a prominent place in that box that is always the focal 

point. 


CHAIRMAN VOLCKER. I have a little difficulty visualizing 

your paragraph as part of a box. 


VICE CHAIRMAN CORRIGAN. I added in close physical proximity 

to the part that lays out the quantitative targets for M2 and M3. 


MR. HELLER. An off-balance-sheetitem. 


VICE CHAIRMAN CORRIGAN. An off-balance-sheet item. 


CHAIRMAN VOLCKER. Governor Johnson. 


MR. JOHNSON. That is an interesting possibility, but my

views are even more basic. I would simply explain the problems we 

have had with M1 and then say that, given those problems and the 

uncertainties that still lie ahead on M1, we are undertaking a study 

on narrow aggregates in general but that under the circumstances now 

we are only publishing an M2 and M3 target. Perhaps at midyear when 

we have had more evidence on whether velocity has stabilized for some 

of these narrower aggregates, we would have a chance to choose one of 

them--andmaybe M1 is the one again--and we might publish a new target 

range. I don’t see that it serves us any good purpose to have a range 

at all for the first six months of the year. As a matter of fact, if 

we published a range, I think we would all feel uncomfortable saying

that we ought to have a range that includes 12 or 13 percent growth

for M1. even though that has been the experience [because] of 

velocity: I think we would be constrained to want to say something

like 5 to 8 percent or 6 to 9 percent. And then we would run into the 

same potential problems, it seems to me, of running above the targets

initially in the year and having the markets ask: What’s the Fed going 

to do about Ml? Even if they don’t believe we will do much, it could 

be a matter of weeks that they are uncertain about it. It could 

affect the markets in a way that I don’t think we would really want. 

SO, I would be in favor of announcing that we still think there is an 

important function for a narrow aggregate but we are going to study

the issue; it could be that M1A or some other narrow measure responds 
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b e t t e r  t h a n  M 1 .  And w e  cou ld  a l s o  g e t  a b e t t e r  f e e l  f o r  v e l o c i t y
l a t e r .  But I am f o r  go ing  w i t h  an M2 and M3 t a r g e t .  

CHAIRMAN VOLCKER. M S .  S e g e r .  

MS. SEGER. U n f o r t u n a t e l y ,  my view i s  t h e  same a s  it was l a s t  
J u l y - - w h i c h  was t h a t  we s h o u l d  n o t  p u b l i s h  a n  M 1  t a r g e t  range  because  
t h e  a g g r e g a t e  was behaving  s o  w e i r d l y .  I f e l t  t h a t  it would--and a s  a 
m a t t e r  o f  f a c t  it d i d - - c o n f u s e  t h e  f i n a n c i a l  marke t s  and market  
p a r t i c i p a n t s ,  r e g a r d l e s s  o f  how many q u a l i f i c a t i o n s  w e  p u t  o u t  w i t h  it 
and d e s p i t e  o u r  s a y i n g  t h a t  we were n o t  paying  a s  much a t t e n t i o n  t o  it 
a s  w e  used  t o .  A s  l o n g  a s  it can be  g r a p h i c a l l y  p r e s e n t e d  e v e r y  
F r i d a y  by % Wall S t r e e t  J o u r n a l  and The New York Times,  peop le  w i l l  
pay a t t e n t i o n  t o  i t .  Those f o o t n o t e s  d o n ’ t  g e t  t r a n s m i t t e d  because  
newspapers  d o n ’ t  t r a n s m i t  e v e r y t h i n g  and t h e  r e a d e r s  d o n ’ t  want a l l  of 
t h a t  baggage .  They a r e  l o o k i n g  f o r  e a s y  answers .  So  I would go a l o n g
w i t h  Governor J o h n s o n ’ s  view t h a t  i t ’ s  b e s t  n o t  t o  e s t a b l i s h  a range
f o r  it now b u t  t o  i n d i c a t e  t h a t  we a r e  do ing  a tho rough  s t u d y  of t h i s  
and l o o k i n g  f o r  some s o r t  of  narrow a g g r e g a t e .  I would p u b l i s h  an M2 
and M3 range .  

MR. JOHNSON. An a f t e r t h o u g h t  on what I s a i d  i s  one t h i n g  on 
t h e  o t h e r  s i d e  t o o .  If w e  were t o  e s t a b l i s h  someth ing  l i k e  a 5 t o  8 
p e r c e n t  o r  a 6 t o  9 p e r c e n t  m o n i t o r i n g  r a n g e ,  and i f  we d i d  have a n  
upsurge  o r  sudden i n c r e a s e  i n  v e l o c i t y .  it cou ld  r e a l l y  be j u s t  a s  
a p p r o p r i a t e  t o  be t h i n k i n g  of 2 o r  3 p e r c e n t  money growth.  We would 
be  j u s t  a s  c o n s t r a i n e d  by t h e  minimum on t h a t  r ange  a s  t h e  upper  s i d e .  

V I C E  CHAIRMAN CORRIGAN.  What I am t a l k i n g  abou t  does  n o t  
con templa t e  a r ange  i n  t h a t  s e n s e .  

CHAIRMAN VOLCKER. L e t ’ s  come back t o  t h a t .  Mr. M o r r i s .  

MR. MORRIS.  Mr. Chairman, i f  I r e a d  Mr. C o r r i g a n  and some o f  
t h e  o t h e r s  who have spoken up f o r  a m o n i t o r i n g  r a n g e  c o r r e c t l y ,  it 
r e f l e c t s  a f e e l i n g  t h a t  a t  some p o i n t  i n  t i m e  we may f a c e  a n o t h e r  1 9 7 9  
s i t u a t i o n  and t h a t  a t  t h a t  p o i n t  we w i l l  be  a b l e  t o  r e s u r r e c t  M 1  a g a i n
and pu r sue  a more r e s t r i c t i v e  p o l i c y  t h a n  w e  o t h e r w i s e  would have been 
a b l e  t o  do because  o f  t h e  mys t ique  a t t a c h e d  t o  M 1 .  I t h i n k  t h a t ’ s  n o t  
a v e r y  r e a l i s t i c  p r o p o s i t i o n .  I t h i n k  M 1  d i d  have t h a t  k i n d  of 
myst ique  i n  1 9 7 9  b u t  i t  c e r t a i n l y  d o e s n ’ t  have i t  now. If w e  go t o  
t h e  Congress  and s a y  w e  c a n ’ t  have M 1  growing more t h a n  9 p e r c e n t ,
t h e y  a r e  going  t o  s a y :  Well, you l e t  it grow a t  15 p e r c e n t  i n  1986 and 
i n  4 o u t  o f  5 y e a r s  i n  t h e  1980s you d i d n ’ t  meet your  t a r g e t  and 
n o t h i n g  happened.  Why do you t h i n k  you have t o  meet an M 1  t a r g e t  t h i s  
y e a r ?  I d o n ’ t  t h i n k  you can  p u t  M 1  back i n  t h e  box and p u l l  it o u t  
t h a t  e a s i l y  anymore. 

CHAIRMAN VOLCKER. You d o n ’ t  want a r a n g e ,  I t a k e  it 


MR. MORRIS. No s i r .  


CHAIRMAN VOLCKER. Governor Ange l l .  


MR. ANGELL. M 1  i s  n o t  go ing  t o  go away. We a r e  n o t  go ing  t o  

keep a c h a r t  o u t  of  The &U2txeeL Jour  n a l  o r  a New Yo& T i m e s .  I 
presume we a r e  going  t o  c o n t i n u e  t o  r e l e a s e  weekly f i g u r e s .  fou r -week  
a v e r a g e s .  s o  i t ’ s  t h e r e .  I t h i n k  t o o  much a t t e n t i o n  h a s  been g iven  t o  
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i t .  1 p r e f e r  t h a t  w e  keep it a s  a m o n i t o r i n g  r a n g e .  I would p r e f e r  
n o t  t o  change it: t o  t i n k e r  w i t h  t he  numbers i s  l i k e  t i n k e r i n g  w i t h  
M1A.  We a r e  n o t  go ing  t o  t i n k e r  w i t h  t h e  numbers and have them be 
l a r g e  enough t h a t  w e  have a chance  of b e i n g  w i t h i n  them. S o ,  I would 
l i k e  t o  have a m o n i t o r i n g  r a n g e ,  a h i s t o r i c  r ange  t h a t  w e  have been 
u s i n g ,  and s imply  i n d i c a t e  t o  t h e  market  t h a t  t h e r e  may come a t i m e  
when Ml’s v e l o c i t y  w i l l  r e t u r n  t o  t h i s  more h i s t o r i c  r e l a t i o n s h i p .  

CHAIRMAN VOLCKER. Mr. Melze r .  

MR. MELZER. That  i s  e s s e n t i a l l y  where I would b e .  I would 
s e t  a r ange  and t h e n  p u t  language  around it l i k e  w e  d i d  i n  J u l y  
i n d i c a t i n g  t h a t  we wouldn’ t  n e c e s s a r i l y  e x p e c t  t o  h i t  i t .  I n  
c o n n e c t i o n  w i t h  t h a t ,  t h a t ’ s  where we cou ld  b r i n g  i n  Governor H e l l e r ’ s  
p o i n t  t h a t  because  o f  t h e  i n t e r e s t  e l a s t i c i t y  o f  M 1 .  we  a r e  l o o k i n g  a t  
o t h e r  nar rower  a g g r e g a t e s  t h a t  would have less  e l a s t i c i t y .  I d o n ’ t  
t h i n k  we have l o s t  a l o t  o f  c r e d i b i l i t y  by hav ing  t h e  r ange  and Then 
n o t  mee t ing  i t .  My own view i s  t h a t  it d o e s n ’ t  c r e a t e  a l o t  confus ion  
i n  t h e  m a r k e t p l a c e  a s  t o  what we a r e  d o i n g .  I t h i n k  when t h e  market  
g e t s  w o r r i e d  abou t  r a p i d  M 1  g rowth ,  it may w e l l  be a g a i n s t  t h e  
backdrop o f  o t h e r  developments  l i k e ,  s a y .  a weak d o l l a r .  a s t e e p e r  
y i e l d  c u r v e ,  and s o  f o r t h .  T h e y ’ r e  n o t  making judgments  abou t  r a p i d  
M 1  growth s o l e l y  based  on what o u r  range  i s .  

CHAIRMAN VOLCKER. M r .  S t e r n .  

MR. STERN. My p r e f e r e n c e  would be  t o  go  w i t h o u t  a range  f o r  
M 1 .  b a s i c a l l y  f o r  some of t h e  r e a s o n s  a l r e a d y  m e n t i o n e d - - t h a t  we t h i n k  
t h e  r e l a t i o n s h i p s  between M 1  and t h e  o t h e r  economic v a r i a b l e s  we 
r e a l l y  c a r e  abou t  have broken  down o r  a t  l e a s t  w e  d o n ’ t  unde r s t and  
them v e r y  w e l l .  To set  a r ange  i n  t h a t  c o n t e x t ,  it seems t o  me, i s  
d i f f i c u l t  and h a r d  t o  j u s t i f y .  I c e r t a i n l y  would n o t  be  uncomfor t ab le  
w i t h  some language  t o  t h e  e f f e c t  t h a t  we a r e  go ing  t o  c o n t i n u e  t o  
watch what happens w i t h  M 1  and e v a l u a t e  it a l o n g  w i t h  a v a r i e t y  o f  
o t h e r  incoming i n f o r m a t i o n .  A s  a k ind  of f a l l b a c k  p o s i t i o n ,  it seems 
t o  me t h a t  if we a r e  go ing  t o  s e t  some s o r t  o f  r ange  it ought  t o  be  
somewhat more r e a l i s t i c  t h a n  t h e  r anges  we have been a d o p t i n g .  s imply
because  I d o n ’ t  t h i n k  we a r e  a c h i e v i n g  v e r y  much by s p e c i f y i n g  r anges  
t h a t  o u r  b e s t  e s t i m a t e s  s u g g e s t  a r e  go ing  t o  be t o o  low.  

CHAIRMAN VOLCKER. M r .  Boykin.  

MR. B O Y K I N .  I a g r e e  p r e t t y  much w i t h  what Tom Melzer has  
j u s t  s a i d .  I would s e t  a range  and I would t r y  t o  e x p l a i n  i t .  I t  
seems t o  me t h a t  whatever  c r e d i b i l i t y  w e  had on M 1  we have l o s t .  The 
marke t s  have a d j u s t e d  t o  t h a t  l o s s  of c r e d i b i l i t y .  They seem t o  be  
a c c e p t i n g  t h e  f a c t  t h a t  we d o n ’ t  know. If we come up w i t h  somezhing 
e l s e .  it would be an i m p l i c a t i o n  t h a t  we know what w e  a r e  d o i n g .  If 
w e  l o s e  on t h a t ,  w e  doub le  o u r  c r e d i b i l i t y  l o s s .  I would r a t h e r  r i d e  
w i t h  what we have f o r  a w h i l e  and.  o b v i o u s l y ,  be l o o k i n g  f o r  b e t t e r  
ways.  But I guess  I have n o t  hea rd  a n y t h i n g  proposed t h a t  g i v e s  me a 
l o t  of conf idence  t h a t  it would be  any b e t t e r  t h a n  what w e  have been 
do ing  o v e r  t h e  l a s t  s e v e r a l  months.  

MS. HORN. Mr. Chairman, I am w i t h  t h o s e  who t h i n k  w e  shou ld  
n o t  s e t  a t a r g e t  r ange  f o r  M 1  b u t  I suppose .  i n  t h e  end ,  a m o n i t o r i n g  
r ange  i s  a p o s s i b i l i t y .  The words t h a t  we a s s o c i a t e  w i t h  what w e  do 
w i t h  M1--and f o r  t h a t  m a t t e r  w i t h  monetary t a r g e t i n g  i n  g e n e r a l - - I  
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t h i n k  a r e  v e r y  i m p o r t a n t .  And I would l i k e  t o  s e e  some words t h a t  
maybe go back a b i t  t o  Bob B l a c k ’ s  p o i n t  about  t h e  t a r g e t i n g  o f  
i n f l a t i o n ,  o r  j u s t  some words t h a t  s a y  monetary t a r g e t i n g  i s  n o t  a n  
o b j e c t i v e  of t h e  F e d e r a l  Reserve  S y s t e m - - t h a t  whether  i t ’ s  M 1 ,  M2 o r  
M3, we a r e  n o t  e x p e c t i n g  t o  c o n t r o l  t h e  a g g r e g a t e s ,  b u t  we a r e  s e t t i n g  
r anges  t h a t  we t h i n k  a r e  c o n s i s t e n t  w i t h  such  and such  a p a t t e r n  of 
p r i c e s ,  employment, and t o t a l  spend ing .  I would i n d i c a t e  t h a t ,  
b a s i c a l l y ,  we began s e t t i n g  t a r g e t  r anges  p u b l i c l y  and i n  
Congres s iona l  t e s t i m o n y  a s  a way of  a s s u r i n g  t h e  Congress  and t h e  
p u b l i c  t h a t  we were i n  f a c t  i n t e n t  on g e t t i n g  t o  a c e r t a i n  p o i n t  w i t h  
i n f l a t i o n ,  and t h a t  a t  t h e  moment t h e  c o n n e c t i o n  between monetary 
t a r g e t s  and i n f l a t i o n  i s  n o t  what it used  t o  b e ,  and t h a t  we a r e  
t a l k i n g  h e r e  about  what monetary t a r g e t s  we t h i n k  a r e  c o n s i s t e n t  w i t h  
our  u l t i m a t e  o b j e c t i v e .  

MR. BOEHNE. May I make a comment on t h e  s u g g e s t i o n s  f o r  
s t u d i e s ?  I f  Don Kohn checks  h i s  f i l e s ,  I t h i n k  he  w i l l  f i n d  a whole 
s t a c k  of s t u d i e s  t h a t  we have done on t h i s  p a r t i c u l a r  t o p i c .  I t h i n k  
our  words ought  t o  be  couched i n  t e rms  o f  “we w i l l  c o n t i n u e  t o  s t u d y  
t h i s  s u b j e c t  on an ongoing b a s i s ”  r a t h e r  t h a n  make a r e f e r e n c e  t o  a 
new major  s t u d y  t h a t  w e  hope w i l l  somehow e n a b l e  us t o  f i n d  t h e  t r u t h ,  
because  s i x  months o r  a y e a r  from n o w ,  when t h e  r e s u l t s  of  t h i s  s t u d y  
come o u t ,  I t h i n k  t h e y  may be somewhat d i s a p p o i n t i n g .  I j u s t  d o n ’ t  
t h i n k  we want t o  se t  o u r s e l v e s  up f o r  t h a t .  

MR. J O H N S O N .  Wel l ,  we can  always s a y  we s t u d i e d  it and 
d i d n ’ t  f i n d  a n y t h i n g .  

CHAIRMAN VOLCKER. Did you e x p r e s s  y o u r s e l f  e x p l i c i t l y  on 
t h i s  s u b j e c t ,  Governor H e l l e r ?  

MR. HELLER. Yes. I would s t a y  away from s e t t i n g  an e x p l i c i t  
t a r g e t  r i g h t  now and t h e n  n o t e  t h a t  we a r e  t h i n k i n g  of  r e - e s t a b l i s h i n g  
a t a r g e t  a t  some l a t e r  t i m e .  

CHAIRMAN VOLCKER. Wel l ,  w e  have a range  o f  o p i n i o n .  I d o n ’ t  
s e e  anybody s a y i n g  we shou ld  have a t a r g e t  o f  t h e  t r a d i t i o n a l  t y p e .  a s  
opposed t o  a m o n i t o r i n g  r ange .  I w i l l  make a coup le  of o b s e r v a t i o n s .  
I t h i n k  I am r e p e a t i n g  what o t h e r  peop le  s a i d  b u t - - e v e n  s e t t i n g  f o r t h  
a m o n i t o r i n g  r ange  t h e  way we d i d  [ i n  J u l y ]  o r  a s  we do f o r  d e b t  I 
d o n ’ t  t h i n k  i s  v e r y  h e l p f u l ,  because  we a r e  l i k e l y  t o  b e  e i t h e r  way 
above o r ,  i n  some c o n d i t i o n s ,  way below.  I would h a t e  t o  be  i n  a 
p o s i t i o n  where e v e r y  i n d i c a t i o n  was t o  t i g h t e n  u p  and we’ve go t  a l l  of  
t h e s e  i n t e r e s t  e l a s t i c i t y  [ u n i n t e l l i g i b l e ] .  I ’ m  n o t  p a r t i c u l a r l y  
e x p e c t i n g  t h a t  i n  t h e  s h o r t  run  b u t ,  o v e r  t i m e .  we may want t o  t i g h t e n  
up and i f  we have g r e a t  i n t e r e s t  e l a s t i c i t y  and M 1  runs  low peop le  
w i l l  s a y :  You a r e  runn ing  below t h a t  5 p e r c e n t  t a r g e t ,  how can  you 
p o s s i b l y  t i g h t e n  up under  t h o s e  c o n d i t i o n s ?  So  I have a r e a l  concern  
i n  b o t h  d i r e c t i o n s  about  s e t t i n g  f o r t h  a t a r g e t ,  even a m o n i t o r i n g  
r a n g e ,  j u s t  p u r e  and s i m p l e .  

I s h a r e  some of  t h e  concerns  about  promis ing  t o o  much from a 
s t u d y .  I would s u g g e s t  t h a t  w e  s a y  we a r e  go ing  t o  g e t  back t o  it a t  
midyea r .  I t  seems l i k e l y  t h a t  t h e  s t u d y  i s  going  t o  show t h a t  a lmos t  
a n y t h i n g  we l o o k  a t  h a s  a l o t  o f  i n t e r e s t  e l a s t i c i t y  and t h a t  g i v e s  us 
t h e  problem t h a t  we a r e  n o t  go ing  t o  be i n  any p o s i t i o n - - .  Obv ious ly ,  
nobody can  oppose a s t u d y .  I t ’ s  j u s t  a m a t t e r  o f  t h e  way i t ’ s  s t a t e d ,  
a s  Mr. Boehne j u s t  s a i d .  However, I t h i n k  we can  s a y  someth ing  t h a t  
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would be  u s e f u l .  And t h a t  p robab ly  would be  someth ing  a l o n g  t h e  
l i n e s - - I  h a v e n ’ t  q u i t e  v i s u a l i z e d  a box,  b u t  t h a t ’ s  a s u b s i d i a r y
p o i n t - - t h a t  we t h i n k  we know someth ing  about  M 1  and how it behaves i n  
a v e r y  broad  way. I t h i n k  we p robab ly  cou ld  s a y  something l i k e :  under  
normal o r  s p e c i f i e d  c o n d i t i o n s ,  we would t h i n k  it would r i s e  a t  a pace
somewhat around nominal  GNP and we t h i n k  t h a t  a nominal G N P - - I ’ m  n o t  
s u r e  I ’ d  s t a t e  it q u i t e  t h i s  way--of  around 5-112 o r  6 p e r c e n t  i s  
a p p r o p r i a t e .  And if i n t e r e s t  r a t e s  w e r e n ’ t  chang ing ,  t h a t ’ s  what we 
would e x p e c t .  But i f  o t h e r  t h i n g s  happened and i n t e r e s t  r a t e s  went 
up.  we would e x p e c t  M 1  t o  run  low,  and t h e  p u b l i c  s h o u l d n ’ t  be  
s u r p r i s e d  by t h a t :  i f  i n t e r e s t  r a t e s  were d e c l i n i n g  and t h e  economy 
was s o f t ,  w e  would expec t  M 1  t o  run  h i g h .  If i n f l a t i o n  i s  down, w e  
wouldn’ t  be d i s t u r b e d  by a h i g h e r  f i g u r e :  if i n f l a t i o n  i s  r i s i n g  and 
i n t e r e s t  r a t e s  a r e  r i s i n g ,  we wouldn’ t  be d i s t u r b e d  by a lower f i g u r e .  
Everyone ought  t o  u n d e r s t a n d  t h a t  t h a t ’ s  t h e  way we w i l l  a p p r a i s e  M 1 - -
a s  a k ind  o f  supplementary  d e v i c e  t o  t h e  o t h e r  t a r g e t s ,  w i t h o u t  
p u t t i n g  it i n  t h e  box ,  o r  s e t t i n g  a m o n i t o r i n g  r ange  p e r  s e .  We might
f o o t n o t e  i t  o r  someth ing .  I d o n ’ t  know how much one can  s a y  i n  a box. 
I t ’ s  a v i s u a l  p o i n t ,  b u t  I t h i n k  we cou ld  have a u s e f u l  d i s c u s s i o n  of 
M 1  i n d i c a t i n g  t h e  k i n d s  o f  c o n d i t i o n s  under  which we would be 
d i s t u r b e d  o r  n o t  d i s t u r b e d  by a b i g  slowdown o r  a g r e a t e r  i n c r e a s e .  
That  might  be  more u s e f u l  t h a n  a n y t h i n g  e l s e .  

V I C E  CHAIRMAN C O R R I G A N .  I d i d n ’ t  mean l i t e r a l l y  w i t h i n  t h e  
box. A l l  I mean? t o  s a y  i s  t h a t  I t h o u g h t  it shou ld  n o t  be  b u r i e d  on 
page 28 o f  t h e  t e s t i m o n y - - t h a t  i t  should  g e t  some prominence.  

CHAIRMAN VOLCKER. Page 16? 

V I C E  CHAIRMAN CORRIGAN.  You know what I mean! 

CHAIRMAN VOLCKER. I t h i n k  we cou ld  have a d i s c u s s i o n  of  M 1 .  
Maybe we cou ld  mention s t u d i e s  and a l l  of t h i s  o t h e r  s t u f f .  I d i d n ’ t  
l o o k  a t  i t  v e r y  c a r e f u l l y ,  b u t  I t h i n k  w e  cou ld  s a y  t h a t  w e  a r e  n o t  
i g n o r i n g  i t ,  b u t  t h a t  we f i n d  o u r s e l v e s  unab le  j u s t  t o  g i v e  a s i m p l e  
range  t h a t  encompasses a l l  t h e  s i g n i f i c a n c e  of  i t .  [How w e  view] it 
would depend upon c i r c u m s t a n c e s ,  and we can  t r y  t o  d e s c r i b e  t h e  
c i r c u m s t a n c e s .  The t r o u b l e  i s  t h a t  t h i s  i s  g e t t i n g  t o o  c o m p l i c a t e d ,
o b v i o u s l y .  The b a s i c  p o i n t  t h a t  w e  would make i s  t h a t  we t h i n k  M 1  has  
a l o t  o f  i n t e r e s t  e l a s t i c i t y  and an i n c r e a s e  o r  a d e c r e a s e  shou ld  n o t  
be a s u r p r i s e  if t h e r e  a r e  changes  i n  i n t e r e s t  r a t e s  t h a t  may be 
a p p r o p r i a t e  f o r  o t h e r  r e a s o n s .  

MR. ANGELL. Bu t ,  o f  c o u r s e ,  w i t h o u t  a change i n  i n t e r e s t  
r a t e s  now f o r  f o u r  months,  where we norma l ly  have a n  i n t e r e s t  
e l a s t i c i t y  problem, i t  seems we a l s o  may have an i n c r e a s e  i n  demand 
f o r  f i n a n c i a l  a s s e t s  t h a t  may c o n t i n u e  even i n  a p e r i o d  o f  s t a b l e  
i n t e r e s t  r a t e s .  

CHAIRMAN VOLCKER. I t h i n k  t h a t  i s  c o r r e c t .  If  you t h o u g h t
t h a t  was a g r e a t  b i g  p o s s i b i l i t y ,  u n l i k e  t h o s e  n i c e  l i t t l e  e q u a t i o n s  
Mr. Kohn h a s ,  t h e  l e s s  you can  s a y  about  it o r  t h e  more vague ly  you 
s a y  a n y t h i n g - -

MR. BLACK. I t h i n k  J e r r y ’ s  concern  i s  t h a t  if you bury  i t  
t o o  d e e p l y  t h e n  you may n o t  be  a b l e  t o  exhume it i f  you need i t .  
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CHAIRMAN VOLCKER. I d o n ’ t  know what “exhume it if you need 
i t ”  means. If it r e a l l y  h a s  a l o t  o f  i n t e r e s t  e l a s t i c i t y ,  I am n o t  
s u r e  what t h e  exhumation means. 

MR. BLACK. Wel l ,  t h a t  may change some o v e r  t i m e .  I hope - -

MR. JOHNSON.  The one t h i n g  t h a t  might  be p o s s i b l e ,  i f  we 
want t o  have any k i n d  o f  p i c t u r e  a t  a l l  t o  i l l u s t r a t e  i t ,  would be t o  
have two sets of  p a r a l l e l  l i n e s  imposed on t h e  same graph  i n s t e a d  of 
hav ing  a cone shaped t a r g e t .  

CHAIRMAN VOLCKER. Have t h r e e - d i m e n s i o n a l  g raphs?  

MR. JOHNSON.  You wouldn’ t  need a t h r e e - d i m e n s i o n a l  graph:  
you cou ld  have one i n s i d e  t h e  o t h e r .  One would be  a s s o c i a t e d  w i t h  
s t a b l e  i n t e r e s t  r a t e s  and t h e  o t h e r  would be a s s o c i a t e d  w i t h  v o l a t i l e  
i n t e r e s t  r a t e s .  

MR. HELLER. Make it o u t  of rubbe r !  

MR. ANGELL. One t h i n g  we might  do i s ,  w i t h o u t  any m o n i t o r i n g  
r ange .  t o  s u g g e s t  t h a t  t h e  F e d e r a l  Open Market Committee might
r e i n s t i t u t e  q u a r t e r l y  r anges  a t  any t i m e  t h a t  it deemed a p p r o p r i a t e .  
That  would g i v e  us t h e  chance ,  i n  c a s e  c i r c u m s t a n c e s  changed whereby 
w e  b e l i e v e d  t h a t  we had an i n f l a t i o n a r y  t e n s i o n  t h a t  needed 
c o r r e c t i n g .  we cou ld  t h e n  i n s t i t u t e  a q u a r t e r l y  t a r g e t  w i t h o u t  s e t t i n g  
up a n  a n n u a l  t a r g e t .  

V I C E  CHAIRMAN CORRIGAN.  That  i s  k ind  o f  t h e  t h o u g h t  t h a t  I 
would ment ion  a t  t h e  end o f  what I s u g g e s t e d :  t h a t  t h e  range  we have 
i s n ’ t  r e a l l y  a m o n i t o r i n g  r ange  i n  t h e  s e n s e  t h a t  w e  have  used  t h a t  
t e r m  h i s t o r i c a l l y :  i t ’ s  j u s t  a s t a t e m e n t  of what w e  would e x p e c t  t o  
happen i n  somewhat normal c o n d i t i o n s .  But we cou ld  add on t o  t h a t  t h e  
t h o u g h t  t h a t ,  i n  a c o n t e x t  i n  which G N P .  v e l o c i t y ,  and i n f l a t i o n  were 
r i s i n g ,  t h e  Committee would b e  p r e p a r e d  t o  r e c o n s i d e r  M 1  a s  a t a r g e t - 
o r  someth ing  l i k e  t h a t  w i t h o u t  b e i n g  s p e c i f i c  abou t  a q u a r t e r l y  
t a r g e t .  

MR. ANGELL. Even though I asked  f o r  a m o n i t o r i n g  r a n g e ,  I am 
happy t o  j o i n  t h i s  consensus .  

MR. BOEHNE. I n s t e a d  of  m o n i t o r i n g  r a n g e ,  maybe a b e t t e r  term 
would be  an o b s e r v a t i o n  a r e a ,  o r  someth ing  l i k e  t h a t .  

CHAIRMAN VOLCKER. Wel l ,  i m p l i c i t  i n  what I am s a y i n g ,  
anyway, i s  t h a t  w e  w i l l  c o n t i n u e  t o  o b s e r v e  M 1 .  I d o n ’ t  know e x a c t l y
what t h e  r i g h t  wording i s ,  b u t  w e  would obse rve  it w i t h i n  some 
a n a l y t i c  framework, i f  we cou ld  s t a t e  i t .  [ U n i n t e l l i g i b l e l ,  I ’ m  
a f r a i d ,  u n l e s s  M r .  Kohn can  g i v e  m e  a l i t t l e  more r e a s s u r a n c e  t h a n  he 
gave me y e s t e r d a y .  

MR. KOHN. I t h i n k  t h e  model would s a y  i t ’ s  c l o s e  t o  one 
p e r c e n t ,  b u t  I t h i n k  i t ’ s  s t i l l  i n  a p e r i o d  o f  e v o l u t i o n .  

MR. M O R R I S .  P l u s  o r  minus one p e r c e n t ?  

MR. KOHN. P l u s  one  percent ,  i n  t e r m s  o f  v e l o c i t y .  
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MR. JOHNSON.  Adjus ted  f o r  income and i n t e r e s t  r a t e s .  

MR. KOHN. Wel l ,  a d j u s t e d  f o r  i n t e r e s t  r a t e s .  

MR. BLACK. Don, how l i k e l y  do you t h i n k  i t  w i l l  be  t h a t  
e v e n t u a l l y  we w i l l  g e t  t o  t h e  p o i n t  where t h e s e  r a t e s  p a i d  on o t h e r  
checkab le  d e p o s i t s  w i l l  v a r y  p r e t t y  d i r e c t l y  w i t h  marke t  r a t e s ?  

MR. KOHN. I t h i n k  t h a t ’ s  p o s s i b l e  b u t ,  a s  I i n d i c a t e d  
y e s t e r d a y ,  I t h i n k  some of  t h e  i n t e r e s t  e l a s t i c i t y  t h a t  w e  a r e  
o b s e r v i n g  now may be  e x a g g e r a t e d .  If t h e  o f f e r i n g  r a t e s  b e g i n  t o  move 
up o r  down w i t h  market  r a t e s  t h e n  we would o b s e r v e  what t h e  e l a s t i c i t y
i s  w i t h  r e s p e c t  t o  market  r a t e s .  But i t ’ s  s t i l l  go ing  t o  be  v e r y
s u b s t i t u t a b l e ,  a t  t h e  marg in ,  w i t h  o t h e r  c l o s e l y  r e l a t e d  d e p o s i t s .  
d o n ’ t  t h i n k  t h a t  we w i l l  g e t  back t o  where w e  were b e f o r e .  

CHAIRMAN VOLCKER. I s e n s e  we have gone abou t  a s  f a r  a s  w e  
can  go on t h i s  s u b j e c t  t h i s  morning.  I have a l i t t l e  work t o  do 
b e f o r e  t h e  n e x t  m e e t i n g .  Does anybody want t o  e x p r e s s  any v i e w s ,  i n  a 
v e r y  p r e l i m i n a r y  way, abou t  t h e  M2 and M3 t a r g e t s  t h a t  we s e t t l e d  on 
t e n t a t i v e l y  l a s t  t i m e ?  What were t h e y :  5 - 1 / 2  t o  8 - 1 / 2  p e r c e n t  [ f o r  
b o t h ] ?  Does t h a t  s t i l l  seem abou t  r i g h t  o r  does anybody have a s t r o n g
view f o r  someth ing  d i f f e r e n t  t h a n  t h a t ?  T h i s  would be v e r y  t e n t a t i v e  
a t  t h i s  p o i n t .  

MR. MORRIS. I have been t r y i n g  t o  t h i n k  abou t  why it i s  t h a t  
t h e  b r o a d e r  a g g r e g a t e s ,  i n c l u d i n g  L ,  have been growing more r a p i d l y
r e l a t i v e  t o  t h e  nominal  GNP.  The o n l y  t h i n g  t h a t  I have been a b l e  t o  
come up w i t h  i s  t h a t  i n  r e c e n t  y e a r s ,  w i t h  t h e  d e c l i n e  i n  i n t e r e s t  
r a t e s .  we have had a b i g  i n c r e a s e  i n  t h e  v a l u e  of f i n a n c i a l  a s s e t s  i n  
t h e  hands o f  consumers and b u s i n e s s e s - - a  b i g  i n c r e a s e  i n  s t o c k  p r i c e s  
and bond p r i c e s  a l s o .  I n  f a c t ,  f i n a n c i a l  a s s e t s  have been growing 
more r a p i d l y  t h a n  nominal GNP.  So  i f  a n  i n v e s t o r  wanted t o  m a i n t a i n  
l i q u i d  a s s e t s  a t  a c o n s t a n t  p r o p o r t i o n  o f  h i s  p o r t f o l i o  and t h e  o t h e r  
f i n a n c i a l  a s s e t s  were growing more r a p i d l y  t h a n  GNP t h e n  h i s  l i q u i d  
a s s e t s  would have t o  grow f a s t e r  t h a n  nominal  GNP a s  w e l l .  Now, 
whether  t h a t  i s  t h e  answer t o  i t .  I d o n ’ t  know, b u t - 

CHAIRMAN VOLCKER. Your p r o j e c t i o n  [would be] t h a t  i f  we had 
a g rea t  c r a s h  and s t o c k  p r i c e s  went down peop le  would want t o  ho ld  
less  l i q u i d i t y  t h e n ,  i f  your  argument i s  symmet r i ca l .  

MR. M O R R I S .  They would,  c e r t a i n l y :  i f  we had a g r e a t
d e p r e s s i o n  t h e n  l i q u i d i t y  would go  down. 

MR. ANGELL. What k ind  o f  d e p r e s s i o n ?  

MR. M O R R I S .  [ U n i n t e l l i g i b l e . ]  What P a u l  i s  t a l k i n g  abou t  i s  
a g r e a t  c r a s h .  

MR. ANGELL. I t h o u g h t  you s a i d  g r e a t  d e f l a t i o n .  

MR. MORRIS. Wel l ,  a s t o c k  market  c r a s h  would l e a d  t o  a 
r e d u c t i o n  i n  t h e  r a t e  o f  growth o f  l i q u i d  a s s e t s .  even  i f  peop le  t r i e d  
t o  improve t h e i r  p o s i t i o n  o r  m a i n t a i n  i t .  If incomes a r e  d r o p p i n g ,
t h a t ’ s  go ing  t o  be  d i f f i c u l t  t o  do .  But if t h a t  t h e o r y  h a s  any
v a l i d i t y  t o  i t - - a n d  I am n o t  s u r e  it d o e s - - i t  means t h a t  when t h e  
f i n a n c i a l  a s s e t s  s t a r t  growing a t  about  t h e  same r a t e  a s  nominal  G N P .  

I 
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you would e x p e c t  t h a t  t h e  l i q u i d  a s s e t s  would go back t o  t h e i r  p r i o r  
growth r a t e s  r e l a t i v e  t o  nominal  GNP. I d o n ’ t  know whether  t h i s  makes 
any s e n s e  t o  you .  Don. o r  n o t .  

MR. KOHN. Those w e a l t h  v a r i a b l e s  we have do .  I t h i n k ,  have 
b e a r i n g  on M2 growth and on t h e  broad  a g g r e g a t e s :  i t  makes some s e n s e .  

CHAIRMAN VOLCKER. Does t h i s  l e a d  you t o  t h e  c o n c l u s i o n  t h a t  
t h e  t a r g e t s  shou ld  be changed? 

MR. M O R R I S .  I t  l e a d s  me t o  conclude  t h a t  we p robab ly  should  
n o t  r educe  t h e  r anges  f o r  t h e  b r o a d e r  a g g r e g a t e s .  My t e n t a t i v e  i d e a  
was t o  c u t  h a l f  of one p e r c e n t  f r o m  t h e  6 t o  9 p e r c e n t  range  f o r  t h i s  
y e a r .  I d o n ’ t  s e e  t h a t  t h e r e  i s  any c a s e  f o r  do ing  t h a t .  

CHAIRMAN VOLCKER. Wel l ,  you can  a rgue  t h e  o p p o s i t e  on t h e  
b a s i s  o f  your  knowledge. 

MR. M O R R I S .  Not ,  I t h i n k ,  w h i l e  i n t e r e s t  r a t e s  a r e  s t i l l  
h i g h  r e l a t i v e  t o  t h e  i n f l a t i o n  r a t e .  If you promise t h a t  i n t e r e s t  
r a t e s  a r e  going  t o  c o n t i n u e  t o  move toward t h e i r  normal r e l a t i o n s h i p  
t o  t h e  i n f l a t i o n  r a t e ,  and i f  t h a t  s t a y s  low,  t h e n  you would expec t  
t h e  v a l u e  of f i n a n c i a l  a s s e t s  t o  c o n t i n u e  t o  r i s e  r e l a t i v e  t o  GNP f o r  
a w h i l e .  

MR. HELLER. M r .  Mor r i s  makes a n  i m p o r t a n t  p o i n t  t h e r e ,  
because  I t h i n k  it r e a l l y  e x p l a i n s  a l o t  o f  t h e  p a s t  b e h a v i o r  t h a t  w e  
have s e e n .  The t r o u b l e  w i t h  it i s  t h a t  i f  you a r e  t r y i n g  t o  u s e  it 
f o r  f o r e c a s t i n g  purposes  you f i r s t  have t o  f o r e c a s t  what t h e  s t o c k  
market  and t h e  bond market  a r e  go ing  t o  d o ,  and t h a t ’ s  p robab ly  j u s t  
a s  tough a s  a n y t h i n g  e l s e  t h a t  we’ve s e e n .  But you can  g e t  more 
s t a b l e  f u n c t i o n s  t h a t  way: I f u l l y  a g r e e  w i t h  you.  

MR. J O H N S O N .  There  may be some reason  t o  b e l i e v e  t h a t .  I 
d o n ’ t  know how l o n g  t h i s  s t o c k  ad jus tmen t  w i l l  go on e i t h e r ,  because  
o f  t h e  change i n  t h e  env i ronmen t ,  b u t  it wouldn’ t  b o t h e r  me--and  it 
might g i v e  o f f  a n  i m p o r t a n t  m e s s a g e - - i f  w e  cou ld  f i n d  a way t o  lower 
t h o s e  b r o a d e r  t a r g e t s  a b i t .  

MR. BLACK. P a r t i c u l a r l y  i f  we drop  t h e  M 1  t a r g e t ,  I t h i n k  it 
has  a message t he re .  

CHAIRMAN VOLCKER. Mr. P a r r y  

MR. PARRY. Under t h e  assumpt ion  of l i t t l e  o r  no change i n  
i n t e r e s t  r a t e s  i n  1987 and t h e  k ind  of nominal  growth t h a t  i s  
i n c o r p o r a t e d  i n  t h e  s t a f f ’ s  f o r e c a s t ,  on t h e  b a s i s  o f  t h e  s t a f f ’ s  
a n a l y s i s  and some a n a l y s i s  t h a t  w e  have done we t h i n k  we would g e t  
growth of  X2  and M3 a t  t h e  lower end of t h e  t e n t a t i v e  r a n g e s .  I n  
f a c t ,  we g3t  5 t o  6 p e r c e n t  on M2 and 6 t o  7 p e r c e n t  on M3. I t  seems 
t o  m e  t h a t  one cou ld  a rgue  f o r  pe rhaps  a 1 1 2  p e r c e n t a g e  p o i n t  
r e d u c t i o n  i n  t h e  e x i s t i n g  t e n t a t i v e  t a r g e t s  [ f o r  1 9 8 7 ] - - t o  somewhere 
around 5 t o  8 p e r c e n t .  

MR. M O R R I S .  We l l ,  maybe t h a t ’ s  something t h a t  we need t o  g e t
f u r t h e r  c o u n s e l i n g  on from M r .  Kohn-- [whether  h i s  work] i n d i c a t e s  t h a t  
h a l f  o f  one p e r c e n t a g e  p o i n t  i s  n o t  a m a t t e r  of  major  consequence .  
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V I C E  CHAIRMAN CORRIGAN.  I would j u s t  make t h e  o b s e r v a t i o n  
t h a t  f o r  e v e r y  one of t h o s e  f i n a n c i a l  a s s e t s  t h e r e  i s  a f i n a n c i a l  
l i a b i l i t y ,  t o o .  One o f  o u r  problems,  l o o k i n g  a l i t t l e  beyond M2 and 
8 - 1 / 2  o r  9 p e r c e n t  i s  t h e  l i a b i l i t y  s t r u c t u r e  o f  t h e  economy a s  a 
whole.  I n  some ways i t  i s  wha t ’ s  d r i v i n g  t h e  i n c r e a s e  i n  some of  
t h e s e  a s s e t - b a s e d  measu res .  And I t h i n k  t h a t  i s  s t i l l  a major  concern  
ove r  t h e  l o n g  h a u l .  T h a t ’ s  one of t h e  t h i n g s  t h a t  c r e a t e s  a 
p r e f e r e n c e  on my p a r t  t o  t r y  and shave  o f f  t h a t  h a l f  p o i n t ,  even 
though I am under  no i l l u s i o n s  about  i t .  

CHAIRMAN VOLCKER. Shave it more? 

V I C E  CHAIRMAN C O R R I G A N .  No, j u s t  shave  t h e  h a l f  p o i n t  
because  i n  t h e  l o n g  r u n - 

CHAIRMAN VOLCKER. Keep it where we have i t?  

V I C E  CHAIRMAN CORRIGAN.  Yes.  

CHAIRMAN VOLCKER. Mr. A n g e l l .  

MR. ANGELL. I t  seems t o  m e  t h a t  we have no ev idence  t h a t  
1987 i s  go ing  t o  be  s u b s t a n t i a l l y  d i f f e r e n t  from 1986.  I l o o k  a t  t h e  
1986 M2 and M3 t a r g e t  bands and s e e  t h a t  i n  J a n u a r y  and Februa ry  w e  
were runn ing  a l i t t l e  below. And if we want them a s  t a r g e t s  I presume 
t h a t  means t h a t  when t h e y  run  low w e  ought  t o  be  e a s i n g :  and 
h i n d s i g h t ,  I t h i n k .  would t e l l  us  t h a t  it would have been okay t o  have 
some accommodation i n  t h a t  [ e a r l y  19861 p e r i o d .  But w e  a l s o  found a 
p e r i o d  of  t i m e  when we r a n  up t o  t h e  9 p e r c e n t  r a n g e .  Now, if we 
wanted t o  be  a t  8 - 1 / 2  p e r c e n t - - i f  t h e  t a r g e t s  mean a n y t h i n g - - w e  would 
have t o  s a y  t h a t  we shou ld  have screwed it down a l i t t l e  t i g h t e r  i n  
J u l y  and August and September .  I am n o t  s u r e  t h a t  t h e r e  i s  ev idence  
of  t h a t  [ b e i n g  d e s i r a b l e ] .  I would p r e f e r  n o t  t o  g e t  i n t o  w i s h f u l  
t h i n k i n g  about  b r i n g i n g  t h e  M2 and M3 [ r a n g e s ]  down u n t i l  we have 
e v i d e n c e .  I might be persuaded  a t  t h e  Februa ry  meet ing  t h a t  8 - 1 / 2  
p e r c e n t  and 5 - 1 / 2  p e r c e n t  a r e  s a t i s f a c t o r y ,  b u t  h i n d s i g h t  might  
s u g g e s t  t h a t  9 p e r c e n t  may n o t  have  been  t o o  b a d .  

MR. PARRY. But t h e  f o r e c a s t  f o r  1987 i s  q u i t e  d i f f e r e n t  t h a n  
t h e  e x p e r i e n c e  f o r  1986 i n  t e r m s  of i n t e r e s t  r a t e s ,  and t h a t ’ s  one o f  
t h e  m o s t  s i g n i f i c a n t  f a c t o r s  i n  d e t e r m i n i n g  t h e  growth o f  t h e  
a g g r e g a t e s .  So why wou ldn’ t  t h a t  make a d i f f e r e n c e  i n  your  view? 

MR. ANGELL. But if you went back a y e a r  ago and asked  t h e  
FOMC what i t s  i n t e r e s t  r a t e  f o r e c a s t  was ,  some o f  what has  happened 
may have been unexpec ted .  I t  may v e r y  w e l l  be t h a t  w e  do n o t  know 
whether  t h e  economy, f o r  s u r e ,  i s  go ing  t o  be  growing a t  a 4 p e r c e n t  
r e a l  p a t h - - o r  3 p e r c e n t .  o r  even 1 - 1 1 2  p e r c e n t .  

MR. PARRY. Yes,  b u t  you have t o  b a s e  your  d e t e r m i n a t i o n  on 
expec ted  v a l u e s  and we a r e  e x p e c t i n g - - o r  a t  l e a s t  t h e  s t a f f  f o r e c a s t  
i s - - t h a t  t h e r e  w i l l  be  no change i n  r a t e s .  If one though t  t h a t  r a t e s  
were coming down, t h a t  would c e r t a i n l y  g i v e  a l o t  of r e a s o n  t o  s u p p o r t
t h a t .  I f  you buy t h e  i d e a  t h a t  r a t e s  were n o t  go ing  t o  change v e r y  
much, why wou ldn’ t  you expec t  a s i g n i f i c a n t  s lowing?  

MR. ANGELL. Wel l ,  because  I am n o t  s o  s u r e  t h a t  t h e  economy
w i l l  be  growing a t  a 3 p e r c e n t  r e a l  p a t h  o r  a 6 p e r c e n t  nominal p a t h .  
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I t  may v e r y  w e l l  be  t h a t  we w i l l  have been i n a c c u r a t e  o r  n o t  have been 
a b l e  t o  f o r e s e e  t h a t .  We might  be  on a p a t h  t h a t  i s  conducive  t o  
lower i n t e r e s t  r a t e s :  i f  s o ,  would we want t o  have a n  M2 t a r g e t  t h a t  
r e s t r a i n e d  us and caused  us  t o  t i g h t e n  i n  a n  environment  i n  which t h e  
economy was growing a t  a r e a l  p a t h  o f ,  s a y ,  1 - 1 1 2  p e r c e n t  and a 
nominal  p a t h  of 4 p e r c e n t ?  

MR. PARRY. Change i t .  

CHAIRMAN VOLCKER. You’re  coming p e r i l o u s l y  c l o s e  t o  hav ing  
no t a r g e t  a t  a l l .  M r .  Keehn. 

MR. REEHN. I t  seems t o  me t h a t  l a s t  J u l y  w e  e s t a b l i s h e d  t h e  
t e n t a t i v e  r a n g e s  and reduced them by 112 of a p e r c e n t ,  r e a l l y ,  t o  
d e l i v e r  a message- -namely .  t h a t  we were go ing  t o  c o n t i n u e  t o  c o n t r o l  
i n f l a t i o n .  That  must r e a l l y  be a n  i m p o r t a n t  p a r t  o f  any k ind  of 
m e c h a n i s t i c  r e s u l t .  Changes a t  t h i s  p o i n t ,  i f  w e  d o n ’ t  have a 
s u b s t a n t i a l  r e a s o n  f o r  do ing  them, would g i v e  a r a t h e r  f a l s e  message.  
T h e r e f o r e ,  I would be i n  f a v o r  o f  m a i n t a i n i n g  t h e  t e n t a t i v e  r anges
t h a t  we set  o u t  l a s t  summer t o  c o n t i n u e  t h a t  message. 

CHAIRMAN VOLCKER. Anybody e l s e  want t o  o f f e r  some comments 
on t h i s  s u b j e c t ?  I w i l l  t a k e  s i l e n c e  a s  i n d i c a t i n g  a t  l e a s t  t h a t  you 
a r e  n o t  more tlhan 1 1 2  p o i n t  away from t h e  r ange  i n  e i t h e r  d i r e c t i o n .  
I guess  we have e s t a b l i s h e d  a broad  band.  

MR. JOHNSON.  I t h i n k  t h e  e l a s t i c i t i e s  f o r  t h e  b r o a d e r  
a g g r e g a t e s  a r e  such  t h a t  t h e r e  i s  a l o t  of t o l e r a n c e  i n  t h e  c u r r e n t  
r a n g e s .  We can  s t i l l  s e e  15 t o  1 6  p e r c e n t  M 1  growth a s  c o n s i s t e n t  
w i t h  6 t o  9 p e r c e n t  [growth i n  t h e  b r o a d e r  a g g r e g a t e s ] .  T h a t ’ s  why I 
d o n ’ t  t h i n k  a 1 1 2  p o i n t  r e d u c t i o n ,  o r  some s m a l l  symbol ic  r e d u c t i o n  i n  
t h e  t a r g e t ,  i s  a r e a l  dange r .  

CHAIRMAN VOLCKER. We w i l l  g i v e  Mr. Kohn t h e  l a s t  word. J u s t  
r e f r e s h  our  c o l l e c t i v e  minds ,  g iven  your  a s sumpt ions  o r  M r .  K i c h l i n e ’ s  
a s sumpt ions :  What i s  t h e  p r o b a b l e  r ange  i n  which M2 and M3 a r e  l i k e l y  
t o  come i n ?  

MR. KOHN. Well, M r .  Chairman, t h a t ’ s  a d i f f i c u l t  q u e s t i o n  i n  
p a r t  because  t h e  models .  a s  M r .  P a r r y  s a i d .  g i v e  us some p r e t t y  low 
numbers f o r  [monetary]  growth n e x t  y e a r - - e s p e c i a l l y  i f  you assume t h a t  
d e p o s i t o r y  i n s t i t u t i o n s  a r e  going  t o  a d j u s t  down t h e i r  o f f e r i n g  r a t e s ,  
i n c r e a s i n g  t h e  o p p o r t u n i t y  c o s t  o f  h o l d i n g  M 2  [ a s s e t s ] .  However, I am 
n o t  s u r e  I b e l i e v e  t h e  models i n  many c a s e s ,  b u t  p a r t i c u l a r l y  i n  t h i s  
c a s e .  So i f  I gave you a p u r e l y  model-based f o r e c a s t ,  l o o k i n g  a c r o s s  
d i f f e r e n t  models ,  I cou ld  g i v e  you anywhere from 9-112 p e r c e n t  f o r  t h e  
Minneapol i s  VAR model t o  t h e  5 t o  7 p e r c e n t  t h a t  t h e  non-VAR models 
a r e  c l u s t e r e d  a round .  

MR. J O H N S O N .  That  sounds  a lmos t  l i k e  Genera l  Moto r ’ s  r a n g e .  

MR. KOHN. S i m i l a r  t o  Genera l  Moto r ’ s  models .  But when you
l o o k  under  t h e  hood, t h a t  sounds low t o  m e :  s o  I t h i n k  a l i t t l e  h i g h e r
t h a n  t h a t  would be  more l i k e l y .  

MR. JOHNSON. I t  i s  t r u e ,  I t h i n k ,  t h a t  a f t e r - t a x  r e a l  l o n g -
run  i n t e r e s t  r a t e s  a r e  even  s l i g h t l y  n e g a t i v e .  If you t a k e  t h e  
m a r g i n a l  [income t a x ]  r a t e  of f  t h e  nominal  i n t e r e s t  r a t e  and t h e n  t a k e  
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[out] about a 3 or 4 percent inflation expectation, you have a 
negative number on longer-term rates. 

CHAIRMAN VOLCKER. I think we can turn to what we have to 

decide this morning. Before we do that I would open the floor for 

comments on the [economic] situation and outlook. Mr. Boehne. 


MR. BOEHNE. In the Mid-Atlantic part of the country,

economic performance is mostly positive. We have sensed a pickup in 

manufacturing activity in recent months: retailers report fairly brisk 

sales: construction, both residential and non-residential, is doing

well: and loan growth in my District is running about twice the 

national rate. Unemployment rates are well under the national rate, 

particularly in New Jersey, Delaware and the Southeast quadrant of 

Pennsylvania. We are also seeing some wage hikes that are higher than 

the national average, as one would expect, particularly in the growing

industries in our District. The outlook is generally positive

although bankers doubt that loan growth will continue in 1987 as it 

has in 1986. 


On the national economy, I find myself in broad agreement
with the staff: 2 - 1 / 2  to 3 percent real growth and around 4 percent or 
so on inflation, which for the fifth year of a recovery isn’t all that 
bad. The only word of caution that I would pass on--andit’s largely
anecdotal and I don’t know what to make out of it--isthat our 
examiners are reporting more noticeable deterioration in consumer loan 
portfolios, especially the credit card portfolios of some of the big
credit card issuers in Delaware. I had lunch with some merchants in 
part of the District a week or so ago and they reported that more and 
more potential sales are being turned down because people are hitting
the ceiling on their credit cards. And I had lunch with some credit 
card people and they talked about something called a special lending
option program--SLOP for short--forpeople who have bad credit 
ratings. They lend to them with higher interest rates and extra 
collateral and so forth. Again, I don’t know what to make out of 
that. But there is somewhat of a pawn shop mentality in banking with 
home equity loans and all that: and maybe the consumer is running out 
the string to some extent and bankers are not being all that prudent
in trying to put some limits on that. 

CHAIRMAN VOLCKER. Mrs. Horn. 


MS. HORN. Mr. Chairman, our view hasn’t changed much since 
the last meeting. We are substantially in agreement with the staff 
forecast. and for the Fourth District that staff forecast, if it came 
true, would not be a bad outcome. It would give us some more time to 
carry through the further restructuring process that is under way in 
our heavy manufacturing sector. We continue to experience plant
closings and structural changes and. of course. the size and speed of 
the adjustments is closely related to the impact of the exchange 
rates. A period of slow growth would be basically a good outcome for 
us on that front. There is a hopeful note on the export side in our 
District. In talking to our directors and to other businessmen, we 
don’t have a profusion of new export orders to report but we do have a 
significant increase in the number of inquiries from foreign 
customers. and their attitudes seem to be much more receptive than we 
have noted in the past. Beyond that, there is also a feeling that the 
thrust of imports into specific markets has not been as strong as it 
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was. We have hope on a n o t h e r  f r o n t  a s  w e l l - - o n  t h e  employment growth
i n  our  D i s t r i c t .  To t a k e  t h e  Ohio numbers a l o n e ,  i n  t h e  l a s t  y e a r
Ohio employment h a s  grown f a s t e r  t h a n  t h e  n a t i o n  a s  a whole ,  
s i g n i f i c a n t l y  f u e l e d  by employment i n  t h e  s e r v i c e s  s e c t o r ,  and w i t h i n  
t h a t ,  i n  t h e  b u s i n e s s  s e r v i c e s  s e c t o r .  On t h e  n e g a t i v e  s i d e ,  no t  on ly
i n  ou r  bank b u t  i n  our D i s t r i c t  many f e e l  t h a t  t h e  r i s k s  connec ted  
w i t h  t h e  1987 f o r e c a s t  a r e  on t h e  down s i d e .  That f e e l i n g  s tems from 
t h e  s t r a i g h t f o r w a r d  r eason ing  t h a t  t h e  t r a d e  accoun t s  may no t  t u r n  
around a s  much a s  a n t i c i p a t e d  i n  t h e  f o r e c a s t  and t h a t  t h e  b u s i n e s s  
inves tmen t  s e c t o r  may n o t  be  p a r t i c u l a r l y  s t r o n g .  So i t ’ s  easy  t o  
p i c t u r e  an economy t h a t  w o n ’ t ,  i n  f a c t ,  be growing i n  t h e  2 t o  3 
p e r c e n t  r ange .  I t  would be  n i c e  t o  be  a b l e  t o  i d e n t i f y  some t r u l y  
b r i g h t  s p o t s  t o  c o u n t e r  t h e  s k e p t i c i s m  b u t  s o  f a r  I h a v e n ’ t  been a b l e  
t o  do t h a t .  On t h e  r e t a i l  s a l e s  s i d e ,  we s e e  i n  ou r  D i s t r i c t  much of 
what was r e p o r t e d  y e s t e r d a y  a s  t h e  n a t i o n a l  t r e n d :  we s e e  s o f t  r e t a i l  
s a l e s  w i t h  a s l i g h t l y  s t r o n g e r  d u r a b l e s  component. Our r e t a i l e r s  s ay
t h e y  have p l e n t y  o f  t r a f f i c  i n  t h e i r  s t o r e s  b u t  t h a t  j u s t  i s n ’ t  
r e s u l t i n g  i n  t h e  k ind  of s a l e s  t h e y  e x p e c t .  They a r e ,  of c o u r s e .  
r e a c t i n g  w i t h  d i s c o u n t i n g  and w a i t i n g  t o  s e e  what t h e  l a s t  few days 
[ o f  t h e  Chr is tmas  shopping  season]  w i l l  b r i n g .  

I w i l l  end w i t h  a n o t e  on t h e  a g r i c u l t u r a l  s i t u a t i o n  i n  our  
D i s t r i c t .  We have a f a i r l y  s m a l l  a g r i c u l t u r a l  s e c t o r  and i t ’ s  f a i r l y  
d i v e r s e .  But I r e p o r t  t h i s  j u s t  because  it seems r a t h e r  i n t e r e s t i n g .
Up u n t i l  j u s t  a few months ago ,  t h r e e  months ago maybe, t h e  a t t i t u d e  
i n  ou r  D i s t r i c t  was t h a t  somehow t h e  a g r i c u l t u r a l  s i t u a t i o n - - l a n d  
p r i c e s  and income p r e s s u r e s  on fa rm banks and on good f a r m e r s - - h a d  
reached  a p l a t e a u .  T h i s  view has  s h i f t e d  s i g n i f i c a n t l y  i n  t h e  l a s t  
coup le  of months under  t h e  weight  of good c r o p s  and t h e  low p r i ces  
a s s o c i a t e d  wi th  them and t h e  huge f e d e r a l  o u t l a y s .  We now have a view 
among q u i t e  a wide range  o f  p e o p l e - - f r o m  bankers  t o  o t h e r  o b s e r v e r s  i n  
our  D i s t r i c t - - t h a t  t h e r e  i s  going t o  be a n o t h e r  s i g n i f i c a n t  ad jus tment  
i n  l a n d  p r i c e s  and i n  farm programs a s  w e l l .  

CHAIRMAN VOLCKER. Mr. P a r r y  

MR. PARRY. Our f o r e c a s t  i s  about  a s  c l o s e  a s  one cou ld  g e t  
t o  t h a t  of t h e  s t a f f .  We f e e l  c o n f i d e n t  t h a t  t h e  f o u r t h  q u a r t e r  w i l l  
show s t r e n g t h  o f  3 p e r c e n t  o r  more: I t h i n k  t h e  a v a i l a b l e  n a t i o n a l  
s t a t i s t i c s  on p r o d u c t i o n .  s a l e s ,  i n v e n t o r i e s ,  and employment would 
s u p p o r t  such  a c o n c l u s i o n .  P l u s ,  what we s e e  i n  t h e  Twe l f th  D i s t r i c t  
i s  i n d i c a t i v e  o f  a s t r o n g  economic p i c t u r e  f o r  t h e  f o u r t h  q u a r t e r .
When I l o o k  a t  1987,  one o f  t h e  t h i n g s  I would n o t e  i s  t h a t ,  f i r s t  of 
a l l ,  we do have a f a i r l y  s h a r p  slowdown expec ted  i n  t h e  f i r s t  q u a r t e r :
and w e  have a f a i r  amount of u n c e r t a i n t y  about  how s h a r p  t h a t  slowdown 
might t u r n  ou t  t o  be .  We expec t  it t o  be  c e n t e r e d  on weakness i n  both  
n o n r e s i d e n t i a l  and r e s i d e n t i a l  inves tment  spending .  We s t i l l  d o n ’ t  
have much o f  a hand le  on what t h e  e f f e c t  of t h e  t a x  reform i s  l i k e l y  
t o  b e  i n  1987.  I t  seems l i k e l y  t h a t  it i s  p r o v i d i n g  some s t r e n g t h  t o  
t h e  c u r r e n t  q u a r t e r  and a l s o ,  g iven  t h e  t i m i n g  of some of t h e  changes
i n  t a x e s  i n  1987,  t h a t  it w i l l  be a n e g a t i v e  f o r  n e x t  y e a r .  With 
r ega rd  t o  t h e  t r a d e  s e c t o r .  which we have t a l k e d  o f  a s  a key f a c t o r ,  
we d i d  some s t u d i e s  based  upon a l t e r n a t i v e  assumpt ions  of t h e  speed of 
pas s th rough  o f  impor t  p r i c e s  and what t h a t  might do i n  te rms  of t h e  
demand f o r  i m p o r t s .  And any s t a t i s t i c a l  s t u d y  we d i d  produced a 
g r e a t e r  improvement t h a n  we have i n  ou r  f o r e c a s t  and t h a t  t h e  Board 
s t a f f  h a s  i n  i t s  f o r e c a s t .  I n  a d d i t i o n .  r e g i o n a l  a n e c d o t a l  ev idence  
s u g g e s t s - -
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CHAIRMAN VOLCKER. Does t h a t  mean you g e t  a h i g h  p r i c e  f o r  
i m p o r t s ?  

MR.  PARRY. No. Even i f  one u s e s  some of  t h e  s e r i e s  t h a t  do 
n o t  have much of a p a s s t h r o u g h ,  you s t i l l  g e t  a s h a r p e r  s lowing  i n  
i m p o r t s  t h a n  i s  i n c l u d e d  i n  o u r  judgmenta l  f o r e c a s t  and i n  t h e  Board 
s t a f f  f o r e c a s t s  t h a t  w e  have s e e n .  So  I t h i n k  we a r e  runn ing  on 
judgmenta l  f o r e c a s t s  a s  f a r  a s  i m p o r t s .  

MR. HELLER. How abou t  impor t  p r i c e s ?  Do t h e y  go up? Is 
t h a t  what you a r e  s a y i n g ?  

CHAIRMAN VOLCKER. Import  p r i c e s  d o n ’ t  go up a l l  t h a t  much. 
What he i s  s a y i n g  i s  t h a t  you g e t  a b i g  improvement.  

MR.  PARRY. R i g h t - - f a s t e r  t h a n  what we have .  I n  o t h e r  words,  
if you look  a t  t h e  s t a t i s t i c a l  s t u d i e s ,  we a l l  seem t o  be  t a k i n g
c o n s e r v a t i v e  p o s i t i o n s  w i t h  r e g a r d  t o  t h e  n e t  e x p o r t s .  T h a t ’ s  n o t  
ve ry  c o m f o r t i n g ,  g iven  what we have s e e n  t o  d a t e .  We have some 
r e g i o n a l  a n e c d o t a l  ev idence  t h a t  s u g g e s t s  more s i g n s  of a p ickup i n  
e x p o r t  volumes i n  t h e  Twel f th  D i s t r i c t .  There has  been a s t r o n g  
p ickup i n  f o r e i g n  demand f o r  a i r c r a f t .  We have had f o r e i g n  o r d e r s  f o r  
e l e c t r o n i c  p r o d u c t s ,  i n c l u d i n g  computer g r a p h i c s  and c e r t a i n  measur ing  
d e v i c e s .  There  i s  some a d d i t i o n a l  demand f o r  a g r i c u l t u r a l  e x p o r t s  and 
n o t  much s i g n  a t  a l l  of any d e c l i n e s  i n  i m p o r t s ,  I might  p o i n t  o u t .  
I t  a p p e a r s  a s  though t h e  bot tom l i n e ,  a s  f a r  a s  t h e  n e t  e x p o r t  s e c t o r  
i s  conce rned ,  i s  t h a t  t h e r e  i s  a chance of some p o s i t i v e  s u r p r i s e s  i n  
t h e  t r a d e  a c c o u n t .  

CHAIRMAN VOLCKER. On t h a t  happy n o t e  we w i l l  h e a r  from Mr. 
Melzer .  

MR. MELZER. I n  t h e  E i g h t h  D i s t r i c t ,  c o n d i t i o n s  c o n t i n u e  t o  
be p r e t t y  good. We have had good non-ag  employment growth i n  t h e  l a s t  
t h r e e - m o n t h  p e r i o d - - a b o u t  a f u l l  p e r c e n t a g e  p o i n t  g r e a t e r  t h a n  
n a t i o n a l l y .  R e t a i l  s a l e s  a r e  a l i t t l e  s lower  t h a n  t h e  n a t i o n a l  
growth.  I n  a s e n s e ,  a s u r p r i s i n g  a r e a  of  s t r e n g t h  c o n t i n u e s  t o  be  
bo th  r e s i d e n t i a l  and n o n r e s i d e n t i a l  c o n s t r u c t i o n :  i n  t h e  m o s t  r e c e n t  
t h ree -mon th  p e r i o d  th rough  October  we have had annua l  r a t e s  of growth
of 20  p e r c e n t  i n  r e s i d e n t i a l  and 1 6  p e r c e n t  i n  n o n r e s i d e n t i a l .  
Fol lowing  up on t h a t ,  r e a l  e s t a t e  l e n d i n g  h a s  been v e r y  s t r o n g  a t  
D i s t r i c t  f i n a n c i a l  i n s t i t u t i o n s :  t h e r e  a l s o  h a s  been a n o t a b l e  p ickup
i n  commercial  l e n d i n g  a c t i v i t y .  I would s a y  t h a t  some a n e c d o t a l  
comments w e  h e a r  t e n d  t o  b e a r  t h a t  o u t .  I n  L o u i s v i l l e ,  f o r  t h e  f i r s t  
t i m e  s i n c e  I have  been i n v o l v e d ,  I have hea rd  peop le  ment ion  a p ickup 
i n  manufac tu r ing  a c t i v i t y  t h e r e ,  p a r t i c u l a r l y  among s m a l l e r  
m a n u f a c t u r e r s .  Homebuilders i n  t h e  S t .  Lou i s  a r e a  a r e  e x p e c t i n g  t o  do 
n e x t  y e a r  maybe 90  p e r c e n t  of what t h e y  have done t h i s  y e a r  i n  t h e  
s i n g l e - f a m i l y  a r e a ,  w i t h  m u l t i f a m i l y  c o n s t r u c t i o n  down s u b s t a n t i a l l y .
There  c o n t i n u e s  t o  be a n x i e t y  about  t h e  Chr is tmas  s e l l i n g  s e a s o n :  
t h e r e  i s  ev idence  o f  a l o t  o f  p romot iona l  a c t i v i t y  i n  t h e  newspapers
and some t a l k  of  p r i c e  c u t t i n g ,  b u t  t h a t  s t i l l  remains  t o  be s e e n .  I 
would s a y  t h a t  i n  g e n e r a l  t h e  a n x i e t i e s  remain what w e  have hea rd  
abou t  b e f o r e - - i n  t e r m s  of t h e  consumer i n  t h e  f i r s t  q u a r t e r  of n e x t  
y e a r .  c a p i t a l  spend ing  e a r l y  nex t  y e a r ,  and so  f o r t h .  

O v e r a l l ,  our  o u t l o o k  on  economic a c t i v i t y  would be somewhat 
s t r o n g e r  t h a n  t h e  Board s t a f f ’ s ,  though n o t  s u b s t a n t i a l l y .  On t h e  
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p r i c e  s i d e ,  we b e l i e v e  t h e r e  i s  somewhat g r e a t e r  r i s k .  But i n  g e n e r a l  
I would be  q u i t e  s a t i s f i e d  i f  we ach ieved  t h e  2 .7  p e r c e n t  growth t h a t  
t h e  Board s t a f f  i s  l o o k i n g  f o r  n e x t  y e a r .  A s  Mrs. Horn was s a y i n g ,  
t h a t  s o r t  o f  growth r a t e  t e n d s  t o  f a c i l i t a t e  t h e  k i n d  o f  ad jus tmen t
t h a t  w e  need t o  s e e  i n  o r d e r  t o  g e t  t h e  t r a d e  s i t u a t i o n  i n t o  b e t t e r  
b a l a n c e .  

CHAIRMAN VOLCKER. [The s t a f f ’ s  f o r e c a s t  i s ]  2 . 8  p e r c e n t .  t o  
be p r e c i s e .  A f e w  peop le  were t a l k i n g  abou t  hous ing  s t a r t s :  a hous ing  
s t a r t s  f i g u r e  came o u t  t h i s  morning,  which I am s u r e  M r .  K i c h l i n e  can  
r e p o r t  t o  you.  

MR.  K I C H L I N E .  Housing s t a r t s  were a t  a 1 . 6  m i l l i o n  u n i t  
annua l  r a t e  i n  November. T h a t ’ s  j u s t  abou t  2 p e r c e n t  below Oc tobe r .  
A l l  of  t h e  d e c l i n e  i s  i n  t h e  m u l t i f a m i l y  a r e a  and.  r e g i o n a l l y ,  a l l  o f  
t h e  d e c l i n e  i s  i n  t h e  Sou th .  I t ’ s  a shade  weaker t h a n  we had b u i l t  
i n t o  t h e  f o r e c a s t .  b u t  n o t  much. 

MR. M O R R I S .  What abou t  b u i l d i n g  p e r m i t s ?  

MR. K I C H L I N E .  They a r e  up and v e r y  c l o s e  t o  s t a r t s .  They 
a r e  up about  2 p e r c e n t ,  s u r p r i s i n g l y  a l l  i n  t h e  m u l t i f a m i l y  a r e a .  

CHAIRMAN VOLCKER. Mr. Keehn. 

MR. KEEHN. C o n d i t i o n s  i n  our  D i s t r i c t  remain v e r y  much 
unchanged and a r e  c e r t a i n l y  c o n s i s t e n t  w i t h  t h e  t r e n d s  t h a t  have been 
i n  p l a c e  f o r  s o  many months now. The unevenness  which h a s  been a 
f e a t u r e  o f  t h i s  whole c y c l e  i n  o u r  a r e a  c e r t a i n l y  c o n t i n u e s .  The 
p l a n t  c l o s i n g s  a r e  a t a n g i b l e  s i g n  of  a l l  of  t h i s .  The l a s t  t i m e  w e  
t a l k e d  a b i t  abou t  t h e  GM p l a n t  c l o s i n g s  t h a t  we t h o u g h t  would t a k e  
p l a c e .  That  announcement,  of c o u r s e ,  h a s  been made and it c e r t a i n l y
h a s  had an enormously n e g a t i v e  impact  on t h e  D i s t r i c t ,  p a r t i c u l a r l y  i n  
Michigan where t h e y  a r e  going  t o  be f a i r l y  h a r d  h i t .  S i n c e  t h e n  t h e r e  
have been q u i t e  a number o f  p l a n t  c l o s i n g s  announced,  and I must s a y
t h a t  I f i n d  it d i s t r e s s i n g  a t  t h i s  s t a g e  of  t h e  c y c l e  t o  keep hav ing  
t h i s  phenomenon t a k e  p l a c e .  

A s  I l o o k  ahead t o  n e x t  y e a r - - t o  s a y  t h e  obv ious ,  I suppose-
t h e  two major  q u e s t i o n s  a r e :  1) i n f l a t i o n :  and 2 )  t h e  t r a d e  p i c t u r e .  
On t h e  i n f l a t i o n  s i d e .  I have t h i s  f e e l i n g  t h a t  once we g e t  t h e  energy
and food  e f f e c t s  t h rough  t h e  c y c l e  we a r e  go ing  t o  be  i n t o  a 
fundamen ta l ly  h i g h e r  u n d e r l y i n g  r a t e  o f  i n f l a t i o n :  b u t  no one t h a t  I 
t a l k e d  t o  conf i rms  t h a t .  My s e n s e  i s  t h a t  marke t  p r e s s u r e s  a r e  v e r y ,  
v e r y  t i g h t .  Peop le  a r e  h o l d i n g  down on t h e i r  raw m a t e r i a l  pu rchases  
v e r y  s u b s t a n t i a l l y  and ,  i n  t u r n ,  a r e n ’ t  a b l e  t o  p a s s  p r i c e  i n c r e a s e s  
on t h e i r  p r o d u c t s  t h rough  t o  t h e  marke t .  Of c o u r s e .  t h e  o p e r a t i n g
r a t i o s  and t h e  c o n t i n u a t i o n  o f  f a v o r a b l e  l a b o r  c o n t r a c t  s e t t l e m e n t s  
t e n d  t o  conf i rm t h a t .  Our o u t l o o k ,  t h e r e f o r e .  f o r  t h e  i n f l a t i o n  
number n e x t  y e a r  i s  q u i t e  s i m i l a r  t o  t h e  s t a f f ’ s .  The i s s u e  of t h e  
t r a d e  p i c t u r e  I f i n d  e q u a l l y  p e r p l e x i n g ,  g iven  t h e  l a r g e  d e c l i n e  i n  
t h e  v a l u e  o f  t h e  d o l l a r .  I t  j u s t  has  t o  make s e n s e  t h a t  w e  a r e  i n  a 
b e t t e r  p o s i t i o n  a t  t h i s  p o i n t  t h a n  we were b e f o r e :  and I would s a y
t h a t  t h e  peop le  I t a l k e d  t o  a r e  s e n s i n g  b e t t e r  e x p o r t  o p p o r t u n i t i e s  
t h a n  t h e y  had b e f o r e  a n d ,  c e r t a i n l y ,  an improvement i n  t h e  t r a d e  
p i c t u r e  i s  fundamenta l  t o  our  o u t l o o k  f o r  n e x t  y e a r .  But one i s s u e  
t h a t  I f i n d  a l i t t l e  t r o u b l i n g  i s  t h e  enormous d i s p a r i t y  between o u r  
wage r a t e s  and t h o s e  of some of t h e  major  f o r e i g n  c o m p e t i t o r s .  To 
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give an example of this: I was in last week and had a chance 

to talk to the general manager of with six or 

seven plants around the world: and they have a good one in Mexico. 

Wage rates in are $23.00 an hour: wage rates in Mexico are 

$1.00 an hour. Not only is that surprising but the productivity in 

Mexico is better than it is in and even more surprising, the 

quality standards in Mexico are better than they are in 


CHAIRMAN VOLCKER. Are they investing more in Mexico? 


MR. KEEHN. He says they are investing more in Mexico. given
that it’s a pretty easy decision. The thing I find bothersome about 
that is that you can have an awful lot of currency value decline and 
you can’t quite make up for that kind of disparity. 

CHAIRMAN VOLCKER. We need a 95 percent depreciation in the 

Mexico peso! 


MR. KEEHN. Admittedly, that’s a pretty narrow product line. 

Putting it in a broader perspective, our anticipation is that there 

will be improvement here. I would end my comments by saying that our 

outlook with regard to the growth picture as well as the other major

economic indicators is very much in line with the staff’s forecast. 

We certainly expect a continuation of the expansion through the year. 


CHAIRMAN VOLCKER. Mr. Forrestal. 


MR. FORRESTAL. Mr. Chairman, our forecast is very much like 

the Greenbook’s and I too would be very happy if we got 2.7 or 2.8 

percent, whatever it happens to be. But I would repeat what I said 

last month: that I think the risk is on the down side. 


With respect to the regional economy, developments show 
continued strength in almost all of the urban areas but weakness in 
the rural areas, particularly in the agricultural and energy-dependent 
sectors. Christmas retail sales have been fairly good so far, again
in those urban areas, although in a lot of the large urban centers 
there has been a rapid proliferation of stores and that has kept the 
unit gains fairly [modest]. The black spot in our District, of 
course. is Louisiana, which is basically in a depression. The only
good news that you can find there at all-if indeed it is good, but 
you grasp at almost any straw here--isthat the rig count has 
stabilized and maybe even picked up a bit. People down there are now 
saying that a $15.00 oil price would be a viable price to begin to 
accelerate some exploration. Now. that’s a lower price than we have 
heard before. The farm sector also is fairly depressed in most areas 
of the Southeast. We are looking for greater liquidation, mostly due 
to the drought that we suffered last summer. More and more farmers 
are being forced to the wall and land prices continue to plummet in 
many areas. In the housing sector, we are finding generally that 
single-family home construction is picking up in several areas in 
response to sales of new homes. I don’t know how that squares with 
the latest numbers. but that was the information that we had. 
Nonresidential construction is off. So it’s a very mixed picture, Mr. 
Chairman, in the Southeast. Despite that, there is still a fair 
degree of confidence among most people outside of Louisiana that we 
are going to have continued expansion in 1987. There is the evidence 
that the trade situation is turning around and there is an expectation 
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on t h e  p a r t  o f  peop le  i n  t h e  e x p o r t - r e l a t e d  a r e a s  t h a t  t h e y  a r e  going  
t o  s e e  improvement i n  1 9 8 7 .  

CHAIRMAN VOLCKER. M r .  Boykin.  

MR. B O Y K I N .  Mr. Chairman. t h e  E l e v e n t h  D i s t r i c t  h a s  remained 
much t h e  way it was when we r e p o r t e d  a t  t h e  l a s t  mee t ing .  We c o n t i n u e  
t o  t h i n k  t h a t  w e  a r e  a t  t h e  t r o u g h ,  s t a t i s t i c a l l y  a t  l e a s t :  w e  t h i n k  
t h e r e  i s  going  t o  be  some improvement i n  1 9 8 7 .  We j u s t  d i d  o u r  own 
f o r e c a s t  f o r  t h e  D i s t r i c t  and we t h i n k  we w i l l  do abou t  h a l f  a s  w e l l  
a s  t h e  n a t i o n a l  f o r e c a s t .  That  does  key o f f  t h e  n a t i o n a l  f o r e c a s t ,  
because  we t h i n k  t h a t ’ s  where most of  our  s t r e n g t h  i s  going  t o  b e - - t h e  
s p i l l o v e r  e f f e c t  from t h a t - - a n d  we do p r e t t y  much a g r e e  w i t h  t h e  
s t a f f ’ s  f o r e c a s t .  A l s o ,  if o i l  p r i c e s  a r e  i n  t h e  $ 1 3 . 0 0  t o  $ 1 6 . 0 0  
r ange  we have a l i t t l e  opt imism t h e r e ,  and t h a t ’ s  b u i l t  i n t o  our  
f o r e c a s t .  We have had a l i t t l e  improvement i n  non-ag  employment i n  
t h e  D i s t r i c t ,  a l t h o u g h  t h e  Texas unemployment r a t e  i s  s t i l l  h o l d i n g  a t  
9 - 1 / 2  p e r c e n t  v e r s u s  7 p e r c e n t  f o r  t h e  n a t i o n .  O f  t h e  e i g h t  h i g h e s t  
unemployment r a t e s  [ f o r  c i t i e s ]  around t h e  c o u n t r y ,  w e  have f i v e  of 
them i n  Texas .  I t  depends on where you happen t o  b e :  if you a r e  i n  
McAllen, Texas i t ’ s  1 9  p e r c e n t .  A g r i c u l t u r e  p r e s e n t s  a b i t  o f  a mixed 
bag.  I f  you a r e  i n  t h e  l i v e s t o c k  b u s i n e s s ,  i t ’ s  l o o k i n g  p r e t t y  good: 
if n o t ,  it s t i l l  l o o k s  bad o r  n o t  v e r y  encourag ing .  The h i g h - t e c h  and 
r e l a t e d  a r e a s  l o o k  p r e t t y  good. 

One r e a s o n  I s a i d  t h a t ,  s t a t i s t i c a l l y ,  we t h i n k  we a r e  a t  t h e  
t r o u g h  i s  t h a t ,  a n e c d o t a l l y ,  w e  a r e  abou t  t h e  o n l y  ones who t h i n k  
t h a t .  Comments o f  our  d i r e c t o r s  and r e p o r t s  from around t h e  D i s t r i c t  
t e n d  t o  be more n e g a t i v e  i n  t h a t  w e  g e t  v e r y  l i t t l e  encouragement .  I n  
t r y i n g  t o  f i g u r e  o u t  why t h a t  i s ,  I t h i n k  it i s  p robab ly  t h a t  our  
d i r e c t o r s  d o n ’ t  have t h e  same view o f  t h e  n a t i o n a l  economy’s growth
t h a t  we have .  I n  o t h e r  words ,  t h e y  have a f e e l i n g  t h a t  growth i s  n o t  
go ing  t o  be a s  s t r o n g  a s  we t h i n k  it w i l l .  S o ,  w h i l e  t h e r e  i s  n o t  
a n y t h i n g  r e a l l y  t o  b r a g  abou t  o p e n l y ,  we a r e  going  t o  go a l o n g  and 
g r a d u a l l y  improve .  

CHAIRMAN VOLCKER. A l i t t l e  v i g n e t t e  i n  Texas 
i s  a c t u a l l y  going  

t o  t r y  t o  e x p o r t  some s t e e l  t o  J a p a n .  T h a t ’ s  a - -

MR. B O Y K I N .  I ’ d  s a y  two t h i n g s  about  t h a t :  i t ’ s  a n  unusua l  
p l a n t  and i t ’ s  an unusua l  i n d i v i d u a l .  

MS. SEGER. W i l l  t h e y  l e t  it i n  o r  w i l l  it have t o  s i t  on a 
boa t  f o r  t h r e e  y e a r s ?  

MR. B O Y K I N .  Tha t  h e  i s  go ing  t o  f i n d  o u t .  

CHAIRMAN VOLCKER. M r .  S t e r n .  

MR. STERN. The economic r ecove ry  i n  t h e  Nin th  D i s t r i c t  
remains i n t a c t ,  w i t h  a l l  o f  t h e  imbalances  t h a t  we have d i s c u s s e d  i n  
t h e  p a s t  p e r s i s t i n g  a s  w e l l .  A n e c d o t a l l y ,  it seems t h a t  h o l i d a y
s a l e s ,  a t  l e a s t  i n  t h e  m e t r o p o l i t a n  a r e a s ,  a r e  p r e t t y  good s o  f a r .  I 
have n o t  hea rd  any conce rns  expres sed  r e c e n t l y  abou t  how t h a t  was 
s h a p i n g  up.  
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A t  t h e  n a t i o n a l  l e v e l ,  c e r t a i n l y .  t h e  l a t e s t  s p a t e  of 
e v i d e n c e  seems t o  me t o  be  c o n s i s t e n t  w i th  someth ing  l i k e  t h e  s t a f f ’ s  
Greenbook f o r e c a s t .  My own view i s  t h a t  t h e r e  i s  some c h a n c e - - o r  t h a t  
i t  would n o t  be t h a t  d i f f i c u l t  a t  l e a s t  t o  t r y  t o  b u i l d  a c a s e - - t h a t  
i n  f a c t  we might  do a l i t t l e  b e t t e r  ove r  t h e  n e x t  f o u r  o r  f i v e  
q u a r t e r s  t h a n  t h e  Greenbook s u g g e s t s .  When I c o n s i d e r  t h a t ,  I come 
back t o  t h e  view t h a t  maybe someth ing  l i k e  t h e  Greenbook o u t l o o k  i s  
what w e  w i l l  a c h i e v e ,  i n  f a c t .  I t  seems t o  m e  t h a t  ongoing
i m b a l a n c e s ,  b o t h  i n  t h e  economy and i n  f i s c a l  p o l i c y ,  a r e  l i k e l y  t o  
r e s t r a i n  t h e  p r i v a t e  s e c t o r  s u f f i c i e n t l y  t h a t  pe rhaps  someth ing  l i k e  
t h e  Greenbook performance i s  what we  w i l l  g e t  and i s  abou t  a s  good a s  
we can  expec t  t o  g e t .  

CHAIRMAN VOLCKER. Mr. B lack .  

MR. BLACK. I t h i n k  t h e  s t a f f ’ s  p r o j e c t i o n  f o r  r e a l  GNP i s  
s t i l l  r e a s o n a b l e  b o t h  f o r  t h e  f o u r t h  q u a r t e r  and f o r  1 9 8 7 .  L ike  
everybody e l s e ,  w e  were impressed  by t h e  November r e p o r t  on 
employment: and I t h i n k  t h e  s t a f f  was r i g h t  t o  r e v i s e  t h e i r  f i g u r e s  up 
on t h a t  b a s i s .  But I r e a l l y  b e l i e v e  t h a t  t h e  n e a r - t e r m  o u t l o o k  i s  
more u n c e r t a i n  t h a n  it has  been f o r  some l i t t l e  t i m e .  I t  seems t h a t  
one month we g e t  a se r ies  of good r e p o r t s  and t h e  n e x t  month t h e y  a r e  
a l l  bad:  we  keep f l i p - f l o p p i n g  back and f o r t h  a s  t h e s e  r e p o r t s  come 
i n .  But f o r  t h r e e  r e a s o n s ,  I am now conc lud ing  t h a t  t h e  r i s k  may be 
on t h e  down s i d e .  One r eason  i s  i n  t h e  f o r e i g n  t r a d e  s e c t o r .  I a m  
p a r t i c u l a r l y  uneasy  abou t  t h e  r a p i d  improvement of  t h e  n e t  e x p o r t s  of 
goods and s e r v i c e s  p r o j e c t e d  f o r  t h e  f o u r t h  q u a r t e r  by t h e  s t a f f .  
Even t a k i n g  accoun t  of t h e  l i k e l y  s l a n t  i n  pe t ro l eum i m p o r t s ,  I t h i n k  
t h e r e ’ s  c e r t a i n l y  b e t t e r  t h a n  a n  even chance  t h a t  w e  a r e  e v e n t u a l l y
go ing  t o  s e e  some improvement on t h e  t r a d e  s i d e :  a t  t h e  same t i m e ,  
t h i s  s t r o n g  and i n c r e a s i n g  c o m p e t i t i o n  from some o f  t h e  s m a l l e r  As ian  
c o u n t r i e s  and r a t h e r  l a c k l u s t e r  performance i n  t h e  German economy i n  
t h e  t h i r d  q u a r t e r  l e a d  us  t o  t h i n k  t h a t  t he  improvement might  n o t  be  
q u i t e  a s  g r e a t  a s  m o s t  peop le  a r e  assuming.  I guess  i t  was Bob P a r r y  
a w h i l e  ago who sugges t ed  t h a t  i t  might be s t r o n g e r  now, and I 
c e r t a i n l y  hope t h a t  h e ’ s  r i g h t  on t h a t .  I am a l i t t l e  wor r i ed  by i t .  

We a r e  d i s t u r b e d  f o r  a second r e a s o n  by t h i s  c o n t i n u e d  
d e c e l e r a t i o n  i n  r e s i d e n t i a l  [ c o n s t r u c t i o n ]  and new home s a l e s :  and w e  
go t  a new f i g u r e  t h a t  s o r t  o f  conf i rmed t h a t  t h i s  morning.  F i n a l l y ,  
w e  a r e  n o t  a s  c o n f i d e n t  about  t h e  p r o s p e c t s  f o r  consumer e x p e n d i t u r e s  
a s  we were a t  t h e  l a s t  mee t ing .  

t h e  head o f  a l a r g e  depar tment  s t o r e  r e p o r t e d
t h a t  s a l e s  had l i t e r a l l y  d r i e d  up r i g h t  a t  Thanksg iv ing ,  a f t e r  hav ing
been v e r y  good b e f o r e  t h e n .  T h i s  was a na t ionwide  phenomenon r a t h e r  
t h a n  someth ing  s imply  conf ined  t o  t h e  a r e a :  w e  g e t  t h e  same 
k ind  of r e p o r t s  from o t h e r  r e t a i l e r s  i n  our  a r e a .  And I c a n ’ t  h e l p  
b u t  t h i n k  t h a t  some of t h i s  s t r e n g t h  we a r e  s e e i n g - - e v e n  i n  i t e m s  
o t h e r  t h a n  a u t o m o b i l e s - - i s  an a c c e l e r a t i o n  o f  pu rchases  by t h o s e  f e w  
peop le  who i t e m i z e  t h e i r  s a l e s  t a x  d e d u c t i o n s  i n  o r d e r  t o  t a k e  
advantage  of t h a t  t h i s  y e a r  on b i g - t i c k e t  i tems b e f o r e  n e x t  y e a r  when 
t h e  t a x  i s  n o t  d e d u c t i b l e .  

CHAIRMAN VOLCKER. Mr. Guffey .  

MR. GUFFEY. Thank you,  Mr. Chairman. Our view i s  v e r y  c l o s e  
t o ,  and c o n s i s t e n t  w i t h ,  t h e  Greenbook f o r e c a s t .  I t h i n k  t h a t  i s  an 
a c c e p t a b l e  o u t l o o k .  and I would j o i n  t h o s e  who s a y  t h a t  if we a c h i e v e  



12115-16/86 - 4 6 -

2.7 o r  2 . 8  p e r c e n t  growth i n  t h e  f i f t h  y e a r  of r e c o v e r y ,  t h a t ’ s  a 
p r e t t y  good r e c o r d  g iven  t h e  p r o j e c t i o n  f o r  p r i c e s .  

On t h e  r e g i o n a l  f r o n t .  t h e  s i t u a t i o n  h a s  n o t  changed g r e a t l y
from what h a s  been r e p o r t e d  b e f o r e - - t h a t  i s ,  w e  have an uneven 
r e c o v e r y ,  w i t h  s e v e r e l y  d e p r e s s e d  c o n d i t i o n s  i n  t h e  ene rgy .
a g r i c u l t u r a l ,  and a i r c r a f t  s e c t o r s  of t h e  economy. I suppose  we can  
t a k e  some comfort  from t h e  f a c t  t h a t  o u r  most r e c e n t  a g r i c u l t u r a l  
s u r v e y  shows t h a t  t h e  d e c l i n e  i n  a g r i c u l t u r a l  r e a l  e s t a t e  v a l u e s  i s  
modera t ing .  That  i s  t h e  second q u a r t e r  i n  a row i n  which d e c l i n e s  
have averaged  o n l y  2 p e r c e n t ,  a s  c o n t r a s t e d  w i t h  e a r l i e r  d e c l i n e s  of  6 
t o  7 p e r c e n t  i n  each  q u a r t e r .  Those v a l u e s  now a r e  rough ly  50  p e r c e n t  
of  what t h e y  were i n  1981 a t  t h e i r  h i g h s .  I t a k e  some comfort  from 
t h e  d i s c u s s i o n  abou t  e x p o r t s ,  p a r t i c u l a r l y  Ted Truman’s i n d i c a t i o n  
y e s t e r d a y  t h a t  a g r i c u l t u r a l  e x p o r t s  have p icked  up.  I must t e l l  you ,
however,  t h a t  w e  d o n ’ t  s e e  any o f  t h a t  a c t i v i t y  i n  t h e  Tenth  D i s t r i c t .  
A s  a m a t t e r  of  f a c t ,  t h e  c r o p  t h i s  y e a r  has  been a bumper c r o p
v i r t u a l l y  a c r o s s  a l l  c r o p  l i n e s ,  and t h e  good news i s  t h a t  t h e  r e d  
meat i n d u s t r y - - b o t h  b e e f  and h o g s - - t o g e t h e r  w i t h  t h e  government
s u b s i d i e s  a r e  r e t u r n i n g  some c a s h  income t o  our  a g r i c u l t u r a l
p r o d u c e r s .  

On t h e  energy  s i d e .  t h e r e  h a s  been a b i t  o f  an u p t i c k  i n  t h e  
r i g  count  f rom 215 t o  223; t h a t ’ s  c i t e d  a s  a g r e a t  improvement i n  our  
D i s t r i c t !  But hav ing  met l a s t  week w i t h  a v e r y  s m a l l  group o f  
Oklahoma bus inessmen.  I can  t e l l  you t h a t  pessimism pe rvades  t h a t  p a r t
o f  t h e  c o u n t r y ,  b o t h  because  of  ene rgy  and a g r i c u l t u r e .  And t h e  
s i t u a t i o n  r e g a r d i n g  bank f a i l u r e s  i s  v e r y ,  v e r y  gloomy: t h e y  can  s e e  
no l i g h t  a t  t h e  end of  t h e  t u n n e l .  if you w i l l ,  s o  t h e y  a r e  j u s t  
hunke r ing  down and hoping  t h a t  something magic happens t h a t  w i l l  b r i n g
them o u t  o f  t h i s  d e p r e s s e d  s t a t e .  I d o n ’ t  see what t h a t  w i l l  be  
e i t h e r ,  I might  t e l l  you.  I n  t h e  a i r c r a f t  i n d u s t r y ,  t h e r e  i s  a 
f u r t h e r  d e c l i n e - - t h a t  i s ,  l a y o f f s .  s imp ly  because  t h e y  canno t  compete 
on an i n t e r n a t i o n a l  b a s i s  g iven  t h e  v a l u e  of t h e  d o l l a r  and t h e r e  i s  
no [new] domes t i c  demand f o r  pu rchases  o f  a i r c r a f t .  l a r g e l y  because  of 
t h e  v e r y  b i g  poo l  of  used  a i r c r a f t .  A s  companies have c u t  back ove r  
t h e  y e a r s ,  one o f  t h e  f i r s t  t h i n g s  t h a t  went was t h e i r  a i r p l a n e .  A s  a 
r e s u l t ,  new a i r c r a f t  j u s t  a r e  n o t  coming o f f  t h e  l i n e  o r  s e l l i n g ,  s o  
t h e  i n d u s t r y  i s  s imply  l a y i n g  of f  t h e  p e o p l e .  A l l  i n  a l l .  it seems t o  
me t h a t  we have q u i t e  a l o n g  ways t o  go i n  t h e  Tenth  D i s t r i c t  t o  j o i n  
t h e  r e s t  of t h e  c o u n t r y  i n  t h e  r e c o v e r y .  But it seems t o  m e  t h a t  t h e  
Greenbook f o r e c a s t  i s  q u i t e  r e a s o n a b l e  f o r  t h e  n a t i o n  a s  a whole.  

CHAIRMAN VOLCKER. M s .  S e g e r .  

MS. SEGER. Pe rhaps  t h e  s t o r y  t h a t  S i  Keehn mentioned about  
t h e  p l a n t  c l o s i n g s  i n  t h e  Midwest and t h e  h i t  t h a t  c e r t a i n  s t a t e s ,  
i n c l u d i n g  my own, a r e  go ing  t o  t a k e  made me f e e l  a l i t t l e  l e s s  
o p t i m i s t i c  abou t  b o t h  t h e  c u r r e n t  s t a t e  of t h e  n a t i o n a l  economy and 
a l s o  t h e  o u t l o o k  f o r  n e x t  y e a r .  I t h i n k  t h a t  some of t h e  a p p a r e n t
s t r e n g t h  a t  t h e  moment i s  r e l a t e d  t o  t a x  reform and i s  p r i m a r i l y  
d r i v e n  by b u s i n e s s e s  and some i n d i v i d u a l s  t r y i n g  t o  push t h e i r  
t r a n s a c t i o n s  i n t o  1986 r a t h e r  t h a n  do them i n  e a r l y  1987.  Another  
p o r t i o n  a r i s e s  f rom i n v e n t o r y  b u i l d i n g  a n d ,  u n f o r t u n a t e l y ,  I t h i n k  
p a r t  of t h a t  i s  i n v o l u n t a r y .  I n  f a c t .  u s i n g  o u r  own s t a f f  e s t i m a t e s  I 
b e l i e v e  t h a t  $25 b i l l i o n  o u t  of  t h e  $ 4 0  b i l l i o n  o r  s o  i n c r e a s e  i n  r e a l  
GNP i n  t h e  f o u r t h  q u a r t e r  comes from t h e  i n v e n t o r y  swing.  So I ’ m  j u s t  
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wondering i f  maybe t h e  f i r s t  h a l f  of  1987 cou ld  be  q u i t e  a b i t  weaker 
t h a n  w e  p r e s e n t l y  e x p e c t  it t o  b e .  

If  y o u ’ l l  a l l o w  me. I ’ d  l i k e  t o  g i v e  you some comments I go t
from a t o p  au tomot ive  a n a l y s t  y e s t e r d a y  about  w h a t ’ s  go ing  on t h e r e .  
I found them v e r y  i n t e r e s t i n g .  He t h i n k s  t h a t  somewhere between 
1 0 0 . 0 0 0  and 200,000 new c a r  s a l e s  a r e  b e i n g  pushed i n t o  t h i s  y e a r  from 
n e x t  y e a r  f o r  t a x  r e a s o n s ,  namely t o  g e t  t h e  s a l e s  t a x  d e d u c t i o n .  
Some o t h e r  unknown q u a n t i t y  o f  s a l e s  was g e n e r a t e d  t h i s  y e a r  by t h e  
t remendous i n t e r e s t  r a t e  i n c e n t i v e s  t h a t  we a l l  know a b o u t .  Those t o o  
a r e  l i k e l y  borrowed from 1987 b u t  t h e  e x a c t  amount of  t h e  bor rowing  i s  
n o t  known. The bot tom l i n e  o f  h i s  a n a l y s i s  i s  t h a t  t o t a l  new c a r  
s a l e s  i n  1987 w i l l  be about  75 ,000  below what t h e y ’ r e  runn ing  i n  1986 
and t h a t  impor t  sa les  w i l l  be  f l a t .  So  t he  whole h i t  w i l l  come on t h e  
domest ic  s i d e .  Also he  made a b i g  p o i n t - - a n d  he does  n o t  work f o r  
Genera l  Motors by t h e  way--about  t h e  i n v e n t o r y  s i t u a t i o n  a t  Gene ra l  
Motors .  A t  t h e  end o f  November GM d e a l e r s  were a l r e a d y  up t o  85 d a y s ’
supp ly  o f  unso ld  new c a r s .  More i m p o r t a n t l y ,  if you l o o k  a t  some of 
t h e  i n d i v i d u a l  models ,  t h e i r  s t o c k s  a r e  runn ing  above 1 0 0  d a y s ’
supp ly .  E a r l i e r  t h i s  y e a r  when GM had problems w i t h  e x c e s s i v e  
i n v e n t o r i e s  t h e i r  r e sponse  was t o  l aunch  a n o t h e r  i n c e n t i v e  program and 
t r y  t o  “buy”  s a l e s ,  s h a l l  we  s a y .  But t h a t  was a v e r y  expens ive  way 
t o  go  i n  o r d e r  t o  m a i n t a i n  p r o d u c t i o n  s t a b i l i t y  and t h e i r  market  
s h a r e .  So t h e  b e t t i n g  now i s  t h a t  when GM h a s  t h i s  e x c e s s i v e  
i n v e n t o r y  s i t u a t i o n  t h e y  a r e  going  t o  p a r e  t h e i r  p r o d u c t i o n  s c h e d u l e s .  
I d o n ’ t  s e n s e  t h a t  w e  have enough o f  t h a t  p a r i n g  i n  our  numbers,  
p a r t i c u l a r l y  what w i l l  l i k e l y  h i t  e a r l y  n e x t  y e a r .  A l s o ,  I ’ m  n o t  s u r e  
t h a t  w e  a r e  t a k i n g  enough o u t  on t h e  commercial  b u i l d i n g  s i d e .  I j u s t
have a gut  r e a c t i o n  t h a t  o f f i c e  c o n s t r u c t i o n  cou ld  be a l o t  weaker 
t h a n  we a r e  p r e s e n t l y  e s t i m a t i n g .  Salomon B r o t h e r s  had a n  i n t e r e s t i n g
p r e s e n t a t i o n  showing t h a t  o v e r  t h e  p a s t  12 months t h e  new o f f i c e  
c o n s t r u c t i o n  p u t  i n  p l a c e  has  been of f  abou t  14 p e r c e n t  and t h a t  t h e  
boom t h a t  h a s  been runn ing  from 1 9 7 9  t o  1986 has  r a i s e d  t h e  vacancy 
r a t e  f rom 3 . 6  p e r c e n t  up t o  24 p e r c e n t  i n  t h e  s u b u r b s  and a lmos t  1 7  
p e r c e n t  i n  downtown m a r k e t s .  Using t h e i r  e s t i m a t e s  and runn ing  w i t h  
c u r r e n t  demand l e v e l s ,  t h e y  t h i n k  we’d have t o  g e t  a 50  p e r c e n t
d e c l i n e  i n  new c o n s t r u c t i o n  i n  o r d e r  t o  b r i n g  back  s i n g l e - d i g i t  
vacancy r a t e s  by t h e  e a r l y  1 9 9 0 s .  I found t h a t  r a t h e r  s t a r t l i n g .  
F i n a l l y ,  I r e a l l y  b e l i e v e  t h a t  t h e  t a x  reform i s  go ing  t o  t a k e  a n o t h e r  
b i t e  o u t  o f  b u s i n e s s  spend ing  and t h a t  i t  p o s s i b l y  w i l l  be  weake r - -no t  
j u s t  i n  t h e  f i r s t  h a l f  of  t h e  y e a r  b u t  i n  t h e  whole y e a r - - t h a n  we’re 
p r e s e n t l y  e x p e c t i n g .  So .  I j u s t  t h i n k  t h a t  sometime we ought  t o  a s k  
o u r s e l v e s  if maybe w e  a r e  runn ing  t h e  r i s k  o f  a r e c e s s i o n  sometime i n  
e a r l y  1987. I ’ m  n o t  a r g u i n g  t h a t  we a r e ,  b u t  I t h i n k  maybe w e  ought  
t o  c o n s i d e r  t h a t  p o s s i b i l i t y .  

CHAIRMAN VOLCKER. Who e l s e  wants  t o  c o n t r i b u t e  t o  t h i s ?  

MR. HELLER. Oh, I guess  i f  w e  have t o - 

CHAIRMAN VOLCKER. [ U n i n t e l l i g i b l e . ]  

MR. HELLER. O v e r a l l .  I ’ m  i n  broad  agreement  w i t h  t h e  s t a f f  
f o r e c a s t .  I t h i n k  t h e i r  numbers a r e  eminen t ly  r e a s o n a b l e .  I ’ m  a b i t  
more o p t i m i s t i c  on t h e  consumer: I ’ m  n o t  o n l y  l o o k i n g  a t  t h e  h i g h  d e b t  
l e v e l s ,  b u t  a l s o  a t  t h e  h i g h  a s s e t  growth t h a t  t h e y ’ v e  expe r i enced  and 
some i n t e r e s t i n g  d a t a  t h a t  were b rough t  t o  o u r  a t t e n t i o n  r e c e n t l y :  t h e  
l a t t e r  show t h a t  t h e  n e t  wor th  of t h e  consumer i s  now a t  i t s  h i g h e s t  
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point in relation to personal income in the last decade. So, it 

really doesn’t mean that the consumer has to fall off the cliff, as a 

lot of the debt-watchers would make us believe. Furthermore, tax 

reform will clearly be a positive picture for the consumer. Starting 

on January 1 there will be bigger pay checks--maybeeven for the 

federal employees, who knows? The bad surprise for the consumer will 

only come in April ’88 when he realizes that his deductions and the 

old tax shelters have been gone for the last year and that he has to 

come up with a tax payment. But I don’t think it will influence 

consumer behavior a lot before then. 


On the foreign trade sector--well,I hope Bob Parry is right.

But I don’t see an awful lot of growth in the foreign economies, and I 

think it is very difficult for American producers, given the current 

situation and current exchange rates, to increase their market shares. 

So, on the export side, I don’t think we will see as much progress as 

has been hoped for. I think we will be making the progress on the 

import substitution side because American producers clearly are more 

competitive, although some of the numbers will be skewed--for instance 

by the automobile plant building in this country and foreign plants in 

general that have been [unintelligible]. On investment, I’m not quite 

as pessimistic as some people. I think it’s important for the 

manufacturers to see the sales going up rather than just looking at 

the tax incentives: and as long as sales are sustained they will also 

start to invest again. Overall, as I said earlier, I’m in broad 

agreement with the staff’s GNP forecast for growth of slightly below 3 

percent. 


MR. JOHNSON. I’m generally in agreement with the staff 
forecast, too. I think there are some risks, as indicated by the 
sensitivity of things to the exchange rate. That was illustrated 
yesterday by the notion about what’s riding on the further 10 percent
decline, to some extent. But even if you cut back [growth by] 6/10ths
it’s not the end of the world. After 4 years of expansion, I think 
it’s very unusual and very comforting to know that costlprice 
pressures are as moderate as they are at this stage. I don’t think we 
have ever, at least in the postwar period, entered a recession with 
the moderate kind of cost/price pressures [we are seeing] at this 
stage. So, I’m reasonably optimistic that the expansion will 

continue. I think it’s a question of by how much. I think there is 

this continuing dichotomy in the [financial] system and in the economy

that’s still a bit troublesome. But over time, the change in the 

dollar is going to improve that. There’s a long adjustment period

still ahead to work out all of the inflation excesses of the past.

But I’m fairly optimistic that expansion will continue. I’m a little 

concerned that the expansion in the first half of the year may show 

some transitory problems, and I think we ought to remain flexible for 

that: I don’t think it’s likely to be deadly. S o ,  I agree with the 
staff assessment but I think the risks are a bit on the down side. 

MR. ANGELL. My view is very similar to Mr. Johnson’s and 

many others around the table, and that is that the staff forecast 

seems to me the most likely event. I would have a slightly lower CPI 

number. But I must admit that I only overestimated the rate of 

inflation one time in the last seven years: so I put my CPI at 3 

percent, hoping that I’ll have another overestimate in here sometime. 


CHAIRMAN VOLCKER. What does the staff have for the CPI? 
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MR. ANGELL. 3 . 7  i s n ’ t  it? 

MR. HELLER. 3 . 7 .  

MR. ANGELL. 3 . 7  p e r c e n t  on t h e  CPI, 2 . 7  p e r c e n t  on t h e  
f i x e d - -

MR. KICHLINE.  We have 1 . 4  p e r c e n t  t h i s  y e a r  and 3 . 7  p e r c e n t  
n e x t  y e a r .  

MR. ANGELL. Yes. 

MR.  MORRIS.  How much of t h a t  i s  a t t r i b u t a b l e  t o  t h e  o i l  
p r i c e  i n c r e a s e  assumpt ion?  

MR. K I C H L I N E .  Wel l ,  l e t ’ s  s e e - -

MR. ANGELL. B a s i c a l l y ,  my view i s  t h a t  t a k i n g  food and 
energy  o u t  i n  a n  a t t e m p t  t o  g e t  a b a s e l i n e  i s  j u s t  n o t  a v e r y  a c c u r a t e  
way t o  g o ,  because  when you t a k e  food and energy  o u t  t h e n  you have t h e  
s e r v i c e s  s e c t o r ,  which i s  such  a l a r g e  p o r t i o n  o f  w h a t ’ s  l e f t .  So I 
f e e l  uncomfor t ab le  w i t h  any i n f l a t i o n  f o r e c a s t  t h a t  t a k e s  food and 
energy  o u t  because  t h e n  w e  have what I c a l l  a measurement problem.
t h i n k  many o f  you see t h a t  measurement problem i n  t h e  s e r v i c e  s e c t o r ,  
and I t h i n k  t h a t  j u s t  keeps  o u r  b a s e l i n e  i n f l a t i o n  r a t e  a l i t t l e  t o o  
h i g h .  S o ,  I am a l i t t l e  more o p t i m i s t i c  on i n f l a t i o n ,  b u t  I c e r t a i n l y
a p p r e c i a t e  what I would c a l l  t h e  s t a f f ’ s  “ w i t h i n  t h e  r ange”  f o r e c a s t  
t h e r e .  My concern  i s  t h a t  even though t h e  f o u r t h  q u a r t e r  seems t o  
have some s t r e n g t h  t o  i t .  i t  seems t o  m e  a v e r y  v u l n e r a b l e  s t r e n g t h ;  
w e  cou ld  end up t h e  q u a r t e r  i n  a r a t h e r  f r a g i l e  and v u l n e r a b l e  
p o s i t i o n .  I s e e  t h a t  i n  terms of world imba lances .  We c o n t i n u e  t o  
have t h e s e  huge s a v i n g  r a t e s  i n  Japan  and w e s t e r n  Europe and we have 
o t h e r  c o u n t r i e s  t h a t  a r e  a lmos t  synonymous t o  f a r m e r s  and o i l  peop le  
i n  t h e  Uni ted  S t a t e s  t h a t  have t h e s e  huge d e b t s .  T h e r e ’ s  n o t h i n g
r e a l l y  happening  i n t e r n a t i o n a l l y ,  it seems t o  me, t o  cause  t h a t  b a s i c  
s t r u c t u r a l  p o s i t i o n  t o  improve.  So we’re k ind  o f  p a t c h i n g  t o g e t h e r  an 
i n t e r n a t i o n a l  problem which i s  o f  g rave  conce rn .  I t  seems t o  m e  t h a t  
w e  have a f r a g i l e  c i r cums tance  i n  t h e  impor t  s e c t o r .  I ’ m  l o o k i n g  f o r  
impor t  p r i c e s  n o t  t o  r i se  q u i t e  a s  f a s t  a s  o t h e r s  because  t h e  Japanese
au tomobi l e  i n d u s t r y  seems so a t t u n e d  t o  do ing  what t h e y  need t o  do on 
t h e  wage and p r i c e  f r o n t  i n  o r d e r  t o  remain c o m p e t i t i v e ,  and I d o n ’ t  
t h i n k  we’ re  go ing  t o  see p r i c e  i n c r e a s e s  t h e r e .  And i t  d o e s n ’ t  seem 
t o  m e  t h a t  we’ re  go ing  t o  have much chance  t o  lower  our  i m p o r t s  w i t h  
our  s t a f f ’ s  p r o j e c t e d  r e a l  GNP p a t h .  

S o ,  I t h i n k  we do run  some r i s k s  t h a t  t h e  f i r s t  and second 
q u a r t e r s  cou ld  cumula te  t o  a lower l e v e l  o f  o u t p u t  t h a n  w e ’ r e  
f o r e c a s t i n g .  And if t h a t  happens ,  I d o n ’ t  know wha t ’ s  go ing  t o  t u r n  
it a round .  If w e  g e t  of f  t o  a weak s t a r t .  I d o n ’ t  know what w i l l  l i f t  
us up because  i t  seems t o  me t h a t  t h e  p a t t e r n  o f  consumer spend ing  may 
worsen a s  f a s t  a s  we g e t  any e x p o r t  s i d e  improvement.  I t h i n k  t h e r e  
w i l l  be  e x p o r t  s i d e  improvement.  b u t  I t h i n k  i t ’ s  go ing  t o  be v e r y
slow and i t ’ s  go ing  t o  come o n l y  t o  i n d u s t r i e s  t h a t  a r e  v e r y  a t t u n e d  
t o  keep ing  c o s t s  low.  A l s o ,  of c o u r s e ,  if we end up w i t h  a lower  
growth t h a n  e s t i m a t e d .  t h e n  w e ’ r e  n o t  go ing  t o  g e t  q u i t e  a s  good a 
government budget  outcome. If  we a c h i e v e  3 t o  4 p e r c e n t  r e a l  GNP 
growth.  government spend ing  a s  a p e r c e n t  of GNP h a s  a chance  t o  t a k e  a 
notewor thy  downturn.  I ’ m  k ind  of uneasy b u t ,  l i k e  many o f  you ,  I 

I 
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s h a r e  t h e  p r i o r i t y  of m a i n t a i n i n g  s t a b l e  p r i c e s ,  and I guess  I ’ m  
w i l l i n g  t o  run  a l i t t l e  r i s k  h e r e  i n  o r d e r  t o  a c h i e v e  p r i c e  l e v e l  
s t a b i l i t y .  But I t h i n k  we have t o  be aware of how v u l n e r a b l e  we may 
be and we have t o  be  ready  f o r  some unexpected  e v e n t s .  I t  may n o t  
come o u t  j u s t  l i k e  t h e  f o r e c a s t .  

MR. K I C H L I N E .  M r .  Chairman, t h e  answer t o  t h i s  q u e s t i o n
about  energy  i s  e s s e n t i a l l y  t h a t  i n  1986 energy  p r i c e s  a r e  d e c l i n i n g  
a t  1 8  p e r c e n t .  I n  our  e s t i m a t e  t h e y  have a weight  of  abou t  1 0  o r  11 
p e r c e n t ,  so  t he  energy  s e c t o r  d e p r e s s e s  t h e  consumer p r i c e  i n d e x  by 
abou t  1 - 3 1 4  p e r c e n t a g e  p o i n t s  t h i s  y e a r .  Next y e a r  o u r  g u e s s t i m a t e  i s  
t h a t  energy  p r i c e s  w i l l  be up 6 p e r c e n t ,  s o  t h e y  would add 0 . 6  o f  a 
p e r c e n t a g e  p o i n t .  So a major  p a r t  of t h e  swing i s  t h e  energy  s e c t o r .  

CHAIRMAN VOLCKER. And t h a t ’ s  o n l y  assuming [an  o i l  p r i c e ]  o f  
$ 1 6 ;  if i t  went t o  $18 i t  would be  more.  

MR. K I C H L I N E .  T h a t ’ s  c o r r e c t  

CHAIRMAN VOLCKER. If  you g e t  t h a t  k ind  of  a swing i n  energy
i s n ’ t  t h e  i m p l i c a t i o n ,  when y o u ’ r e  t a l k i n g  about  t h e  consumer p r i c e  
i n d e x ,  t h a t  you must have o t h e r  p r i c e s  go ing  lower r e l a t i v e  t o  t h a t ?  

MR. K I C H L I N E .  We have one o t h e r  e lement  t h a t ’ s  i m p o r t a n t
h e r e :  food .  And it h a s  a b i g  w e i g h t ,  someth ing  l i k e  18 t o  2 0  p e r c e n t .
T h i s  y e a r  we’ re  e s t i m a t i n g  food  p r i c e  i n c r e a s e s  o f  about  4 p e r c e n t  and 
n e x t  y e a r  2 p e r c e n t .  So t h a t  i s  a major  swing t h e  o t h e r  way. The 
o t h e r  p r i c e s  t h a t  we have i n  t h e r e  d o n ’ t  change a g r e a t  d e a l  f rom one 
y e a r  t o  t h e  n e x t :  i t ’ s  n o t  much o f  an a c c e l e r a t i o n .  

MR. ANGELL. And food  p r i c e s  cou ld  be even lower  t h a n  t h a t  
g iven  t h e  f a c t  t h a t  t h e  r e d  meat i n d u s t r y  h a s  t h e  h i g h e s t  p r o f i t  
marg ins  it has  had f o r  many, many y e a r s  and g iven  t h e  f a c t  t h a t  we had 
weather  t h a t  a d v e r s e l y  a f f e c t e d  p o u l t r y  p r i c e s .  So we do have some 
p o s s i b i l i t i e s  f o r  food b e i n g  b e t t e r  and w e  have an u n d e r l y i n g  wage 
s t r u c t u r e  change i n  t h e  s e r v i c e  s e c t o r  t h a t ’ s  r a t h e r  n o t i c e a b l e  f o r  
n e x t  y e a r  compared t o  t h i s  y e a r .  

MR. J O H N S O N .  S e r v i c e  s e c t o r  i n f l a t i o n  i s  c o n t i n u i n g  t o  
d e c e l e r a t e .  I t h i n k ,  s o r t  o f  g r a d u a l l y .  

MR. K I C H L I N E .  Yes.  We have something l i k e  5 - 1 / 2  p e r c e n t  i n  
1986 and o u r  number [ f o r  19871 i s  a l i t t l e  under  5 p e r c e n t .  

CHAIRMAN VOLCKER. Anybody e l s e  want t o  s a y  a n y t h i n g ?  L e t  me 
a s k  a q u e s t i o n .  I f  t h e  nominal  GNP were h i g h e r  t h a n  y o u ’ r e  p r o j e c t i n g  
would you t h i n k  t h a t  i t ’ s  more l i k e l y  t o  appea r  i n  p r i c e s  o r  i n  r e a l  
GNP? Be fo re  you answer t h a t ,  I know what t h e  models show: t h a t  t h e  
p r i c e s  w i l l  show up i n  1990 and t h e  r e a l  w i l l  show up r i g h t  away. I 
guess  I ’ m  r e a l l y  a s k i n g  where t h e  r i s k s  a r e  and how c o n f i d e n t  you f e e l  
about  t h i s  i n f l a t i o n  f o r e c a s t .  

MR. K I C H L I N E .  Well, l e t  m e  answer t h a t  i n  a l e s s  d i r e c t  way
t h a n  you might  l i k e .  I n  l o o k i n g  a t  1987,  I t h i n k  t h e  r i s k s  a r e  t h a t  
i n  t h e  f i r s t  h a l f  t h e  economy w i l l  t u r n  o u t  t o  be  weaker r a t h e r  t h a n  
s t r o n g e r .  We c a n ’ t  i d e n t i f y  how much spending  i s  b e i n g  a c c e l e r a t e d  
b u t  I t h i n k  we p robab ly  u n d e r e s t i m a t e d  i t .  I wouldn’ t  be  s u r p r i s e d  t o  
s e e  a number i n  t h e  f o u r t h  q u a r t e r  t h a t ’ s  g r e a t e r  t h a n  what we have 
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b u i l t  i n :  and if t h a t  happens I might  a l s o  l o o k  f o r  a weaker f i r s t  
q u a r t e r  and f i r s t  h a l f .  Beyond t h a t ,  I t e n d  t o  t h i n k  t h a t  we may run  
w i t h  s t r o n g e r  GNP r a t h e r  t h a n  weaker a s  w e  g e t  i n t o  t h e  l a t t e r  h a l f  of 
t h e  y e a r .  On t h e  p r i c e  s i d e  I t h i n k  t h e r e ’ s  a good b e t  t h a t  v e r y  
l i t t l e  w i l l  happen i n  t h e  n e a r  term.  But i f  we’re wrong a t  t h i s  
p o i n t - - a g a i n  l o o k i n g  o u t - - c o n s i s t e n t  w i t h  my view on r e a l  GNP I might
be add ing  a few t e n t h s  t o  t h e  i n f l a t i o n  s i d e  r a t h e r  t h a n  t a k i n g  away. 

CHAIRMAN VOLCKER. And y o u ’ r e  p r o j e c t i n g ,  e s s e n t i a l l y ,  a few 
t e n t h s  p e r  month a v e r a g e  i n c r e a s e  i n  t h e  consumer p r i c e  i n d e x  w i t h  o i l  
p r i c e s  t i l t e d  s l i g h t l y  h i g h e r ?  

MR. K I C H L I N E .  And food  p r i c e s  s l i g h t l y  lower .  

CHAIRMAN VOLCKER. And t h e  food p r i c e  t i l t - - y o u ’ v e  o n l y  go t  a 
2 p e r c e n t  d i f f e r e n c e  and maybe it shou ld  be  b i g g e r .  I t  p robab ly  w i l l  
b e ,  b u t  I - -

MR. ANGELL. I t  seems t o  me t h a t  i f  t h e  p r i c e  p a t t e r n  i s  
s t r o n g e r  w e  w i l l  t h e n  g e t  more d e s i r e  t o  h o l d  i n v e n t o r i e s  and t h e  
economy cou ld  t u r n  o u t  t o  be s t r o n g e r  t h a n  t h e  s t a f f  e s t i m a t e s .  

MR. TRUMAN. Wel l ,  t h e r e ’ s  a n o t h e r  f a c t o r  t o o .  To t h e  
e x t e n t  - -

CHAIRMAN VOLCKER. Your argument i s  t h a t  t h e y  go t o g e t h e r ?  

MR. TRUMAN. There  h a s  been a l o t  of d i s c u s s i o n  abou t  impor t
p r i c e s  and I s h a r e  t h e  s k e p t i c i s m ,  b o t h  ways,  t h a t  has  been expres sed  
on t h a t .  But t o  t h e  e x t e n t  t h a t  you g e t  impor t  p r i c e s  moving more 
r a p i d l y  you would t h e n  have a d i r e c t  impact  i n  t e r m s  of s t a t i s t i c a l  
a g g r e g a t e  demand, because  real  GNP presumably would a l s o  a c c e l e r a t e  i n  
t h e  p r o c e s s  o f  impor t  s u b s t i t u t i o n  t h a t  Governor H e l l e r  spoke o f .  So 
t h e r e  i s  a d i r e c t  l i n k  t h e r e  even w i t h  t h e  [ u n i n t e l l i g i b l e ]  o f  
i n v e n t o r y .  

MR. ANGELL. Yes. 

MR. TRUMAN. Moving b o t h  a t  t h e  same t i m e  i s  b u i l t  i n  t h i s  
f o u r - q u a r t e r  t i m e  p e r i o d - -

MR. ANGELL. I t  j u s t  seems t o  me. Ted,  t h a t  w e  do have q u i t e
ample c a p a c i t y  a t  a l o t  o f  these m a n u f a c t u r e r s  i n  b a s i c  i n d u s t r y  a r e a s  
worldwide.  The e v i d e n c e  seems t o  p o i n t  t o  i n c r e a s e d  d e t e r m i n a t i o n  t o  
be c o m p e t i t i v e  by one means o r  a n o t h e r ,  whether  i t ’ s  by s u b s i d y  o r  
some o t h e r  e v e n t .  And I t e n d  t o  f ee l  t h a t  t h e  wor ld  p r i c e s  a r e  
c o n t i n u i n g  on a modera te  p l a n e .  But much of it would b e - -

MR. TRUMAN. Well .  [ u n i n t e l l i g i b l e ]  y o u ’ r e  r i g h t  abou t  how 
t h e  r e s t  of  t h e  wor ld  i s  behav ing .  Your words abou t  t h e  r e s t  of  t h e  
wor ld  s u g g e s t e d  an even  s o g g i e r  p i c t u r e :  t h a t  t o o  cou ld  a f f e c t  t h e  
b a s e  p r i c e s  and t h e n  you d o n ’ t  have t h e  g iven  exchange r a t e  change .
Whatever you want t o  assume abou t  [ u n i n t e l l i g i b l e ]  cou ld  be  l e s s - -

MR. ANGELL. But it might  n o t  be  s o  bad f o r  us  t o  go back t o  
4 p e r c e n t  C P I  and g e t  a l i t t l e  s t i m u l u s  i n  h e r e  and t h e n  have t o  go 
back when M 1  s t a r t s  behaving  w e l l  and t i g h t e n  up i n t e r e s t  r a t e s - - r u n  
them up 150 b a s i s  p o i n t s .  Maybe t h a t ’ s  n o t  t o o  bad:  I d o n ’ t  know. 
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CHAIRMAN VOLCKER. Well, Mr. Black raised an interesting

question earlier about whether we should have an inflation target, 

more explicitly. It’s a big subject. It’s a nice question on how we 

can get the interest rate down. Maybe we ought to reserve a little 

time next meeting for being a little more explicit in our discussion 

about what we really are satisfied with and what priority to give it. 

Meanwhile, we will turn to Mr. Kohn and then go to coffee. 


MR. KOHN. Thank you, Mr. Chairman. [Statement--see
Appendix.I 

CHAIRMAN VOLCKER. Given what you were talking about earlier 

regarding the various models for M1 and given the relative stability

of interest rates--infact there has been a very faint increase of an 

insignificant amount, but it has been stable for quite a long time-

why are you still showing a 12 percent rate of increase in Ml? Are 

the lags that long? 


MR. KOHN. Yes, and especially when the offering-


CHAIRMAN VOLCKER. How long has it been since short-term 
rates--

MR. KOHN. Well, August was the last discount rate cut, s o - 

CHAIRMAN VOLCKER. And that’s about the last time short-term 

rates went down. 


MR. KOHN. Now, if the offering rates were to adjust more 

promptly--. But they’ve been edging down very slowly. So we have 

very narrow opportunity costs, yet we continue to see huge growth in 
those-

CHAIRMAN VOLCKER. We haven’t had a substantial increase in 

short-term market rates, since when--September? 


MR. ANGELL. Four months. 


MR. KOHN. Yes. 


CHAIRMAN VOLCKER. And you’re saying that the lag is more 

than six months? 


MR. KOHN. Well, the total lag would be more than six months. 

The models probably were projecting a bit more of a slowdown over the 

last couple of months than we actually had. 


CHAIRMAN VOLCKER. I wonder what they are projecting for the 

first quarter? 


MR. KOHN. For the first quarter they are projecting anywhere

from 11 to 14 percent, or 10 to 14 percent on this November-to-March 

basis. 


CHAIRMAN VOLCKER. What would they project for the second 

quarter, assuming unchanged interest rates? 
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MR. KOHN.  They would p r o j e c t  a f i r s t  q u a r t e r  of 13  p e r c e n t  
and a second q u a r t e r  o f  9 p e r c e n t .  

CHAIRMAN VOLCKER. Even t h e n  t h e y  d o n ’ t  g e t  down t o  t h e  
[growth r a t e  o f ]  nominal  G N P .  

M R .  KOHN.  No. They would g e t  t h e r e  by t h e  second h a l f  of 
t h e  y e a r .  

CHAIRMAN VOLCKER. A o n e - y e a r  l a g ?  

M R .  KOHN.  We l l ,  it d i s s i p a t e s  s l o w l y  i n  t h e  model.  

CHAIRMAN VOLCKER. We’ll  go and have a s h o r t  l a g  f o r  c o f f e e .  

[Coffee b reak ]  

CHAIRMAN VOLCKER. Well, a f t e r  h a l f  o f  an a f t e r n o o n  and most 
o f  t h e  morning we have t o  g e t  t o  a d e c i s i o n .  Who would l i k e  t o  s a y  
something? We have a v o l u n t e e r - - G o v e r n o r  Johnson.  

M R .  J O H N S O N .  I ’ l l  v o l u n t e e r .  A f t e r  condens ing  a l l  of t h i s - 
what I h e a r  and t h e  way I f e e l - - I  d o n ’ t  f e e l  s t r o n g l y  about  changing  
monetary p o l i c y  from where we were b e f o r e .  1 s t i l l  t h i n k  t h a t  a $300 
m i l l i o n  bor rowing  t a r g e t  i s  abou t  r i g h t .  Although I f a v o r e d  [ a  t i l t 1  
l a s t  t i m e ,  I f e e l  a b i t  more s t r o n g l y  abou t  it t h i s  t i m e .  I t h i n k  w e  
might  want some asymmetr ic  l anguage  i n  t h e  d i r e c t i v e  because  of t h e  
p o t e n t i a l  I ’ v e  hea rd  mentioned f o r  a l i t t l e  more downside r i s k s  t h i s  
t i m e .  a t  l e a s t  i n  t h e  f i r s t  h a l f  o f  t h e  y e a r .  I t h i n k  t h e  i n f l a t i o n  
p i c t u r e  l o o k s  a l i t t l e  l e s s  r i s k y  now t h a n  it d i d  e a r l i e r ,  s o  we might  
want t o  change t h e  mights  and woulds i n  t h e  d i r e c t i v e  t o  be  asymmetr ic
toward p o t e n t i a l  e a s e  r a t h e r  t h a n  t i g h t n e s s  a t  t h i s  p o i n t .  But I 
d o n ’ t  f e e l  t o o  s t r o n g l y  about  i t :  I f e e l  a l i t t l e  more s t r o n g l y  t h a n  
l a s t  t i m e ,  b u t  i t ’ s  j u s t  a s u g g e s t i o n .  

CHAIRMAN VOLCKER. Who would l i k e  t o  p i t c h  i n ?  M r .  P a r r y .  

MR. PARRY. I would f a v o r  a l t e r n a t i v e  B main ly  because  I 
t h i n k  t h e r e  a r e  c o n v i n c i n g  s i g n s  of s t r e n g t h  i n  t h e  economy a t  t h e  
p r e s e n t  t i m e .  But I s h a r e  t h e  view t h a t  t h e  e x t e n t  o f  t h e  slowdown 
which we a l l  seem t o  a g r e e  i s  l i k e l y  t o  occur  i n  t h e  f i r s t  q u a r t e r  i s  
u n c e r t a i n  and t h a t ,  of c o u r s e ,  shou ld  be no ted  i n  t h e  p o l i c y  s t a t e m e n t  
a s  w e l l .  That  cou ld  be  done e i t h e r  i n  t e rms  o f  asymmetr ic  l anguage  o r  
i n  some o t h e r  more d i r e c t  way. 

CHAIRMAN VOLCKER. M r .  Melzer .  

MR. MELZER. I would a l s o  f a v o r  a l t e r n a t i v e  B .  I would n o t  
f a v o r  a symmet r i ca l  l anguage .  To an e x t e n t ,  I t h i n k  we’ve a l r e a d y  
a l lowed f o r  p o t e n t i a l  weakness i n  t h e  f i r s t  q u a r t e r :  we’ve been 
p u r s u i n g  a v e r y  s t i m u l a t i v e  p o l i c y .  I would be somewhat concerned if 
we d i d n ’ t  b e g i n  t o  see some s lowing  i n  M 1  w i t h  s t a b l e  i n t e r e s t  r a t e s .  
We a r e  hav ing  t o  p r o v i d e  r e s e r v e s  a t  a v e r y  h i g h  r a t e  t o  m a i n t a i n  t h e  
funds  r a t e  a t  t h i s  5 - 3 1 4  t o  6 p e r c e n t  l e v e l .  I d o n ’ t  know how l o n g  
t h o s e  l a g s  a r e  e i t h e r ,  b u t  if w e  c o n t i n u e  t o  see  v e r y  r a p i d  r a t e s  of 
M 1  growth a g a i n s t  t h e  backdrop of s t a b l e  i n t e r e s t  r a t e s ,  t h e r e  may be 
some p ickup i n  economic a c t i v i t y  and I ’ d  be  conce rned .  S o ,  I f a v o r  
a l t e r n a t i v e  B ,  w i t h  no asymmetry. 
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CHAIRMAN VOLCKER. M r .  M o r r i s .  

MR. MORRIS.  I would f a v o r  a l t e r n a t i v e  B w i t h o u t  asymmetry,  
t o o ,  because  t h e  m a r k e t ,  i n  a c o n t e x t  of t he  f e d e r a l  f u n d s  r a t e  go ing  
up ,  r e a d  a l o t  m o r e - - a t  l e a s t  t e m p o r a r i l y - - i n t o  t h e  l a s t  d i r e c t i v e  
t h a t  w e  p u b l i s h e d  w i t h  a symmet r i ca l  l anguage  i n  it r h a n  we i n t e n d e d .  
For t h a t  r e a s o n  I would f a v o r  symmetr ica l  l anguage .  

CHAIRMAN VOLCKER. Mr. F o r r e s t a l .  

MR. FORRESTAL. Well, Mr. Chairman, I b e l i e v e  t h e  f o r e c a s t ,  
a l t h o u g h  I ' m  somewhat nervous  about  i t  a s  I i n d i c a t e d  e a r l i e r .  But 
u n t i l  t h e  downside r i s k s  r e a l l y  b e g i n  t o  emerge I would f a v o r  no 
change i n  p o l i c y .  T h e r e f o r e ,  I would o p t  f o r  a l t e r n a t i v e  B a s  shown 
i n  t h e  Bluebook. I would s l i g h t l y  f a v o r  an asymmetr ic  d i r e c t i v e  
s u g g e s t i n g  g r e a t e r  e a s e .  A l s o ,  I would l i k e  t o  s e e  us adopt  t h e  
language  s u g g e s t e d  i n  t h e  Bluebook w i t h  r e s p e c t  t o  M 1  and n o t  c o n t i n u e  
what w e  have h a d - - t h a t  we a r e  c o n t i n u i n g  t o  l o o k  f o r  a r e d u c t i o n  i n  
M 1 .  I p r e f e r  t h e  language  t h a t  h a s  been s u g g e s t e d  by t h e  s t a f f .  

CHAIRMAN VOLCKER. Mr. Boehne. 

MR. BOEHNE. [I f a v o r ]  a l t e r n a t i v e  B w i t h  an evenhanded 
d i r e c t i v e .  [Although]  i t ' s  t r u e  t h a t  we expec t  some weakness i n  t h e  
f i r s t  h a l f ,  we a l s o  expec t  some i n c r e a s e  i n  i n f l a t i o n .  But I d o n ' t  
t h i n k  we a r e  go ing  t o  know v e r y  much a t  a l l  abou t  t h e  f i r s t  p a r t  of 
n e x t  y e a r  b e f o r e  o u r  Februa ry  mee t ing .  S o ,  I t h i n k  i t  would j u s t  be 
t o o  e a r l y  t o  i n d i c a t e  t o  t h e  m a r k e t p l a c e ,  w i t h  an a symmet r i ca l
d i r e c t i v e ,  t h a t  w e ' r e  concerned about  a downturn.  

CHAIRMAN VOLCKER. Mr. B l a c k .  

MR. BLACK. I ,  t o o .  would f a v o r  a l t e r n a t i v e  B .  M r .  Chairman. 
I p r e f e r  t h e  proposed s u b s t i t u t e  language  because  I d o n ' t  t h i n k  we 
have any i d e a  where M 1  i s  go ing  t o  be headed i n  t h e  n e x t  two t o  t h r e e  
months and I d o n ' t  t h i n k  we'd r e a c t  t o  it anyway, u n l e s s  we were 
g e t t i n g  s i m i l a r  s i g n a l s  f rom t h e  o t h e r  a g g r e g a t e s .  I always t e n d  t o  
f a v o r  a symmetr ica l  p o s t u r e  and I t h i n k  I would t h i s  t i m e ,  [ a l though]
what Manley s a i d  c e r t a i n l y  makes s e n s e .  I p r e f e r  "somewhat" o v e r  
" s l i g h t l y "  because  I t h i n k  t h a t  i n d i c a t e s  a l i t t l e  more w i l l i n g n e s s  t o  
r e a c t  i n  c a s e  someth ing  unexpec ted  o c c u r s .  And f o r  t h e  same r e a s o n  I 
p r e f e r  t he  "woulds" ove r  t h e  "migh t s .  " 

CHAIRMAN VOLCKER. Mr. S t e r n  

MR. STERN. I ,  t o o ,  p r e f e r  a l t e r n a t i v e  B and I would a d v o c a t e  
symmetr ic  l anguage .  I t  seems t o  me t h a t  even if w e  g e t  some weakness 
i n  t h e  f i r s t  h a l f  o f  n e x t  y e a r ,  t o  some e x t e n t  t h a t  i s  a n t i c i p a t e d  a t  
t h i s  p o i n t .  We a r e  e x p e c t i n g  an o v e r a l l  s a t i s f a c t o r y  economic 
per formance  and I d o n ' t  t h i n k  we would want t o  a l t e r  p o l i c y  a t  t h a t  
j u n c t u r e  i f ,  e s s e n t i a l l y .  t he  expec ted  were  happen ing .  So it seems t o  
m e  symmetr ic  l anguage  would be  a p p r o p r i a t e  and o n l y  if t h e  economy o r  
o t h e r  measures .  l i k e  t h e  exchange r a t e ,  were d e v i a t i n g  s i g n i f i c a n t l y
from t h e  g e n e r a l  p a t h  w e  expec ted  would we want t o  r e a c t .  

CHAIRMAN VOLCKER. M r .  Keehn. 
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MR. KEEHN. I'd be in favor of alternative B also. perhaps
for slightly different reasons. I would think that these minutes 
probably are going to be released just before your testimony, and 
that, therefore, these should be consistent with the last [directive].
I would think that would be a slightly better environment--symmetrical
language, without suggesting any change to the market--asyou go into 
your testimony. 

CHAIRMAN VOLCKER. Mr. Guffey 


MR. GUFFEY. "B" and symmetric. 


CHAIRMAN VOLCKER. You get to the heart of the matter. Mr. 

Angell. 


MR. ANGELL. "B" and asymmetric. If we use symmetric

language, I prefer "would" and "somewhat" to "might" and "slightly." 


CHAIRMAN VOLCKER. You want to be asymmetric? 


MR. ANGELL. I would like to be asymmetric because it seems 

to me that when the minutes are released they should be the best 

reflection we can provide at this time as to the general outlook. And 

asymmetric is a better reflection of what I heard around the table 

than symmetric. 


CHAIRMAN VOLCKER. Mrs. Horn. 


MS. HORN. "B" and symmetric. 


CHAIRMAN VOLCKER. Mr. Corrigan 


VICE CHAIRMAN CORRIGAN. I clearly want "B". I get confused 

on the symmetries and asymmetries here, though. In listening to the 

conversation, I think we might want to keep the language symmetrical:

but even if the language were symmetrical I don't think that would 

necessarily preclude some easing--togo back to two months ago-if

things really got "oozy." But I think the point about having the 

language symmetrical in the context of the testimony is a good point. 


MR. JOHNSON. That's a good point. 


CHAIRMAN VOLCKER. Mr. Boykin. 


MR. BOYKIN. "B" and symmetrical. 


CHAIRMAN VOLCKER. Governor Seger. 


MS. SEGER. Well, based on my views of the economy, I should 

be voting for "A," but in the spirit of Christmas I will go with-


CHAIRMAN VOLCKER. You've got to break this pattern sometime! 


MS. SEGER. I will go with "B," but I would like asymmetric

language allowing for some lesser reserve restraint should all heck 

break loose. 


CHAIRMAN VOLCKER. Mr. Heller you're last in line. 
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MR. HELLER. C a n ' t  avo id  i t  anymore. I a l s o  f a v o r  
a l t e r n a t i v e  B .  

CHAIRMAN VOLCKER. " C "  j u s t  f o r - -

MR. J O H N S O N .  If Henry were h e r e  t o d a y  

M R .  HELLER. Taking Henry W a l l i c h ' s  s p o t ,  I would want " C . "  
But I t h i n k  I'll go w i t h  t h e  " B " .  And w h i l e  I would n o t  f a v o r  
a symmet r i ca l  l anguage ,  I a g r e e  t h a t  we shou ld  shade  it i n  a n  
a symmet r i ca l  f a s h i o n  i f  it comes t o  t h a t  p o i n t .  So I am t a k i n g  M r .  
C o r r i g a n ' s  amendments t o  M r .  J ohnson ' s  p r o p o s i t i o n .  

CHAIRMAN VOLCKER. Well. we have unanimi ty  f o r  " B . "  Be fo re  
we g e t  t o  symmetr ies  and asymmetr ies ,  l e t  m e  see what t h a t  means. I ' m  
happy w i t h  t h e  l anguage .  We c e r t a i n l y  would s a y  " m a i n t a i n  t h e  
e x i s t i n g  degree  of r e s t r a i n t .  T h i s  a c t i o n  i s  expec ted  t o  be  
c o n s i s t e n t  w i t h  growth o f  M2 and M3 ove r  t h e  p e r i o d  from November t o  
March a t  . . . "  Well, I guess  we have a c h o i c e :  w e  can  s a y  abou t  7 
p e r c e n t :  w e  can  s a y  6 t o  7 p e r c e n t :  o r  I suppose w e  cou ld  s a y  6 t o  8 
p e r c e n t .  What ' s  your  c h o i c e ?  

MS. SEGER. How abou t  "about  7 p e r c e n t " ?  

CHAIRMAN VOLCKER. Is  "about  7 p e r c e n t "  a l l  r i g h t  w i t h  
peop le?  " R e s p e c t i v e l y "  i s  n o t  needed i f  we  s a y  " a t  an annua l  r a t e  of 
about  7 p e r c e n t . "  I d o n ' t  know what you want t o  do abou t  t h i s  M 1  
s t a t e m e n t .  I t  seems t o  me a b i t  vacuous t o  s a y  t h e  o u t l o o k  f o r  M 1  
remains s u b j e c t  t o  a g r e a t  d e a l  of u n c e r t a i n t y .  

V I C E  CHAIRMAN CORRIGAN.  However a c c u r a t e .  

CHAIRMAN VOLCKER. However a c c u r a t e .  I t  seems t o  me b e t t e r  
t h a t  something be s a i d  i n  t h e  [ p o l i c y  r e c o r d ]  t ex t  r a t h e r  t h a n  i n  t h e  
d i r e c t i v e .  T h a t ' s - -

MR. HELLER. But it would s e t  t h e  s t a g e  a b i t  f o r  t h e  
Februa ry  t e s t i m o n y .  

CHAIRMAN VOLCKER. I have no o b j e c t i o n  t o  s a y i n g  it a t  g r e a t  
l e n g t h  i n  t h e  p o l i c y  r e c o r d  o r  whatever  we c a l l  i t .  T h i s  i s  a n  
o p e r a t i o n a l  d i r e c t i v e .  

MR. BLACK. Wel l ,  you cou ld  s a y  " i n  v i e w - - "  

CHAIRMAN VOLCKER. I t ' s  a m a t t e r  of t a s t e .  I t  j u s t  sounds 
odd t o  me t o  s a y  i n  an o p e r a t i o n a l  d i r e c t i v e  t h a t  w e  have g r e a t
u n c e r t a i n t y  abou t  M 1 .  

MR. M O R R I S .  Take t h e  s e n t e n c e  o u t .  

CHAIRMAN VOLCKER. Well, t h a t ' s  one t h i n g  t o  do:  j u s t  l e a v e  
i t  o u t .  O r  we cou ld  j u s t  s a y  "growth i n  M 1  w i l l  c o n t i n u e  t o  be  judged
i n  t h e  l i g h t  o f - 

V I C E  CHAIRMAN C O R R I G A N .  T h a t ' s  good, y e s .  

S P E A K E R ( ? ) .  I t h i n k  t h a t ' s  t h e  one .  



12115-16186 - 5 7 - 


CHAIRMAN VOLCKER. We could say "monitor" instead of "judge." 


MR. HELLER. Sure. 


VICE CHAIRMAN CORRIGAN. Now you're getting into major

changes here! 


CHAIRMAN VOLCKER. It seems to me a slightly more--Idon't 
know--

MR. ANGELL. "Viewed" makes a lot of sense. 


MR. HELLER. iUnintelligible.1 


CHAIRMAN VOLCKER. "Viewed" or "appraised"? 


MS. SEGER. "Fretted over"! HOW'S that? 


MR. ANGELL. "Appraised" works pretty well 


CHAIRMAN VOLCKER. "Appraised in the light of the behavior of 

M2 and the other factors mentioned below." Isn't that a little better 

maybe? Then we get to symmetric or asymmetric. Let me try

[unintelligible] greater support for the symmetric one. I'm not sure 

I understand this comment about being released before the testimony

and being symmetric. What difference does that make? 


MR. GUFFEY. Because that's what we had this past time. In 

other words, it's consistent with what we had in the last- 


CHAIRMAN VOLCKER. Why is consistency a virtue in this case? 


MR. JOHNSON. I think it all depends on what the economy is 

doing. 


CHAIRMAN VOLCKER. Precisely. I think it will look good if 

the economy is a little soft or-- 


MR. KEEHN. I suggested it because, as Frank said, the market 
overread what we said the last time. It seems to me there could be an 
overreading at this point. [With no change] you would go into the 
testimony without that clouding the comments. 

MR. ANGELL. But on the other hand 


VICE CHAIRMAN CORRIGAN. If the economy is weaker in such a 

way that the asymmetry was operational, it seems to me this language

would be operational anyway. That's the point I was thinking of. 


CHAIRMAN VOLCKER. Oh, I agree that if the economy were weak 

this does reflect a little substance as to how quickly we would move. 

It certainly is not a [big] difference. If it turns out that we have 

moved by the time this is released, we'll look better if it's a little 

asymmetric. 


MR. PARRY. That's right. 
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CHAIRMAN VOLCKER. If we haven’t, I am not sure it makes a 

lot of difference. But I - - 


MR. PARRY. Well, the questions could get a little harder at 

that point. 


CHAIRMAN VOLCKER. -I’ma little bothered--Idon’t want to be 

too bothered--butif, in substance. we feel we want to be a little 

asymmetric I’m not sure I see any compelling reason not to say that 

if. in fact. we feel that way. 


MR. ANGELL. Yes. 


VICE CHAIRMAN CORRIGAN. If everybody‘s right about the 

likelihood that the fourth quarter is strong--andwe’re not going to 

know a lot about the first quarter by the time of your testimony--what 

was going through my head is that if we have an asymmetrical directive 

but have decided not to use the asymmetry, then the questions are 

harder, I think. On the other hand, if circumstances are such that we 

decide we want to ease a bit. nothing here would prevent us from doing

that. 


CHAIRMAN VOLCKER. While I think it’s certainly true that 
nothing will have prevented us from doing it, I think this difference 
is not enormous. It may just come down to a question that depends 
upon substantive views. If we really think the [likely direction of 
policy] is significantly tilted I would think on general principle
that we ought to say something in the interest of truth: and if it’s 
not that clear then-

MR. BLACK. What I heard was a feeling of uncertainty, Mr. 

Chairman, tilted a little in the way you say. But if uncertainty is 

the predominant feeling then the symmetrical language makes a little 

more sense to me because we could be wrong in either direction. 


MR. ANGELL. But I think what we’ve written here--


MR. JOHNSON. I thought the tone was we could be wrong more 

in one direction than the other. 


MR. BLACK. Yes. I agree with that: and I was on that side. 

But I don’t say that with a great deal of confidence and I don’t think 

any of us does. 


MR. ANGELL. 1 only remember one person-


CHAIRMAN VOLCKER. One thing that hasn’t been mentioned--so 

let me just mention it for the record--isthat in terms of flexibility

of action I think the performance of the dollar makes it easier to 

ease slightly if otherwise we wanted to than if the dollar was not 

behaving. Now, I’m not saying that dictates any action: I don‘t think 

it does. But I think we ought to reflect that properly someplace in 

the record, though not with too much emphasis. It could easily

change, obviously, in many ways. But at the moment it is one 

difficulty that is removed in making [an easing move1 if we wanted to 

do so, as I say, for other reasons. But I don’t want to say this was 

too big a deal. I would have some slight tendency, as I say, towards 
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easing language if we feel that way. We have used asymmetric language

lots of times to make this--


MR. MELZER. In connection with the dollar, could I ask a 

question? You may choose to answer [or not]. If the Germans were to 

cut their discount rate tomorrow would it necessarily follow, in an 

economic sense, that we should leap to match that? In other words, 

you could make the argument that, standing alone, that might be a 

salutary action over time to address the trade imbalance. I don’t 

know whether that’s something that- 


CHAIRMAN VOLCKER. Well, I’ll just give you my own reaction. 

I don’t think we need to talk about it theoretically because I would 

be very surprised if Germany reduced their discount rate any time 

during this relevant period. I would say I don’t see any need to. in 

your terms, “leap.” If, in fact, the result was a significant

strengthening in the dollar then I would think that might become a 

positive factor weighing in the balance toward some easing. 


MR. ANGELL. Because that would take the dollar quite a ways

from the staff forecast and might have some implications. 


MR. HELLER. It would tilt our foreign trade balance the 

wrong way. 


CHAIRMAN VOLCKER. I wouldn’t put quite the same weight on 

the staff forecast. It might move it in the direction that was 

counterproductive over time. 


MR. JOHNSON. I think that would depend on how the domestic 

economy was performing--whetherit was really starting to show some 

signs of picking up. 


CHAIRMAN VOLCKER. All I’m saying is that it would put weight

in that direction if the dollar actually moved. It may not offset 

other things if it [unintelligible] but that’s my own view on it. 


MR. GUFFEY. But would you be easing policy through the Desk 

or would you be considering a discount rate decrease under those 

circumstances? 


CHAIRMAN VOLCKER. Subsidiary questions. Well, you know this 

is not a federal case. Gee. we’ve got a whole hour that we can-- 


MR. BLACK. We can make a federal case out of it. 


MR. MORRIS. Can we spend an hour talking about symmetry? 


MR. BLACK. That would be making it a federal case! 


CHAIRMAN VOLCKER. Let me write it down here. It took me 

some time to figure out how to spell it. 


MR. BOEHNE. We‘ve had less--


MR. JOHNSON. It seems like we can kill two birds with one 

stone with that. I don’t think the implications are great one way or 

the other but if some sort of asymmetry in the language would 
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r e p r e s e n t  o u r  c u r r e n t  f e e l i n g - - a n d  maybe I ' m  wrong i n t e r p r e t i n g  it 
t h a t  w a y - - t h a t  w e  a c t u a l l y  b e l i e v e  t h a t  t h e  economy i s  going  t o  show 
weakness ,  t h e  t i m i n g  [o f  t h e  d i r e c t i v e ' s  p u b l i c a t i o n ]  would be 
a s s o c i a t e d  w i t h  t h e  a c t u a l  e v e n t .  

CHAIRMAN VOLCKER. I t h i n k  a f a i r  summary o f  t h e  d i s c u s s i o n - 
I ' m  n o t  t a l k i n g  abou t  t h e  d i r e c t i v e  now--would be t h a t  t h e r e  was 
somewhat more emphasis  on t h e  r i s k s  o f  a s h o r t f a l l  i n  t h e  e a r l y  p a r t
of  t h e  y e a r  t h a n  t h e  o t h e r .  Presumably,  t h e  d i r e c t i v e  w i l l  g e t
i n t e r p r e t e d  i n  t h a t  l i g h t  anyway, which [ u n i n t e l l i g i b l e ]  a rguments .  
I t ' s  no b i g  d e a l  i f  we p u t  asymmetry i n  h e r e  s o  l o n g  a s  t h a t ' s  i n  t h e  
background d i s c u s s i o n .  So I d o n ' t  t h i n k  t h i s  i s  a t e r r i b l y  g r e a t  
i s s u e :  b u t  w e ' r e  p r e t t y  c l o s e l y  d i v i d e d  a s  t o  what t o  do .  

MR. HELLER. I ' l l  c e r t a i n l y  go a l o n g  w i t h  t h a t .  

CHAIRMAN VOLCKER. We cou ld  f o o l  around w i t h  t h e  " s l i g h t l y s "  
and "somewhats" t o o .  We cou ld  have one " s l i g h t l y "  and t h e  o t h e r  
"somewhat :" t h a t  would be a new way o f  do ing  i t .  

MR. BLACK. And we can  p l a y  w i t h  t h e  "woulds" and "mights"  
t o o .  

CHAIRMAN VOLCKER. Yes ,  t h a t ' s  what we u s u a l l y  d o .  

MR. BLACK. You've go t  t h r e e  combina t ions .  

CHAIRMAN VOLCKER. We cou ld  s a y  " s l i g h t l y  g r e a t e r  r e s e r v e  
r e s t r a i n t  o r  somewhat l e s s e r  r e s e r v e  r e s t r a i n t  wou ld" - -

MR. BLACK. Oh, w e  c o u l d  r e a l l y  have some f u n  i n d e e d !  

MR. JOHNSON. I have a tough  t i m e  t e l l i n g  t h e  d i f f e r e n c e  
between " s l i g h t l y "  and "somewhat, " b u t  I guess  j u s t  f o r  v a r i a t i o n -

V I C E  CHAIRMAN CORRIGAN.  Well, I t h i n k  i t ' s  e a s i e r  t o  t e l l  
t h e  d i f f e r e n c e  between t h a t  t h a n  it i s  between "might"  and "would."  

CHAIRMAN VOLCKER. A f t e r  a l l  of  t h i s ,  i s  t h e r e  any sense i n  
s a y i n g  " s l i g h t l y  g r e a t e r  r e s e r v e  r e s t r a i n t  o r  somewhat l e s s e r  r e s e r v e  
r e s t r a i n t  migh t "?  E i t h e r  "might"  o r  "would"- -

MR. GUFFEY. [The p r e s s ]  would have a good s t o r y  w i t h  t h i s .  

CHAIRMAN VOLCKER. I t h i n k  " s l i g h t l y "  i s  b e t t e r .  

V I C E  CHAIRMAN CORRIGAN. I have a g r e a t  compromise. 

CHAIRMAN VOLCKER. That  was an a t t e m p t  a t  a compromise. Do 
you have  a b e t t e r  compromise? 

MR. J O H N S O N .  Yes: " s l i g h t l y , "  "somewhat," and "would."  

V I C E  CHAIRMAN CORRIGAN. I t h i n k  t h e  " s l i g h t l y  g r e a t e r "  i s  
n o t  r e a l l y  o p e r a t i o n a l  i n  a borrowing [ u n i n t e l l i g i b l e ] .  So  what about  
l e a v i n g  it " s l i g h t l y  g r e a t e r ,  s l i g h t l y  l e s s e r "  and have t h e  "would" 
a p p l y  t o  b o t h ?  I t ' s  s t i l l  symmetr ica l  b u t  "would" i s  a l i t t l e  more 
p u r p o s e f u l  t h a n  migh t .  
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CHAIRMAN VOLCKER. But that's clearly symmetrical. It's only

the reservation in your mind that is in the first part of the 

sentence. 


VICE CHAIRMAN CORRIGAN. I don't have a strong feeling about 

this. The two things I'm worried about are the testimony and the 

year-end thing too. We are going to have crazy money markets here for 

the next-


CHAIRMAN VOLCKER. I don't know, maybe I'm wrong, but this 

testimony [issue] seems pretty irrelevant. In the testimony I'll say

whether we've changed policy or not. 


VICE CHAIRMAN CORRIGAN. But what I was thinking of is that 

if events work in a direction that we would choose not to [move] and 

we have an asymmetrical directive, then you have to answer questions

that seem to me a little difficult such as "Why did you say you were 

going to change and you didn't?" 


CHAIRMAN VOLCKER. I didn't say we were going to change: I 

said we might. In September we said we might tighten: in December we 

said we might ease. 


VICE CHAIRMAN CORRIGAN. I don't feel that strongly about it 

either way. 


CHAIRMAN VOLCKER. Oh, neither do I. I only feel strongly

that we've got to reach a conclusion next time. And I would prefer a 

conclusion that satisfied the maximum number of people. Does it 

appeal to anybody apart from Governor Johnson to say "slightly greater 

reserve restraint or somewhat lesser reserve restraint would"? 


MR. ANGELL. I would much prefer to say "slightly greater 
reserve restraint.'I 

CHAIRMAN VOLCKER. Could we just try it again? "Slightly 

greater reserve restraint or somewhat lesser reserve restraint would." 


MR. JOHNSON. Yes, that was my suggestion. 


MR. ANGELL. That's what I would do. I think that most 
accurately reflects the discussion. There was only one individual 
that I recall who said [the economy1 might be stronger and yet it 
didn't appear that it would be strong enough to require some action. 
There were quite a few who said it could be weaker. 

CHAIRMAN VOLCKER. We could really make it asymmetric by

leaving out the possibility of [greater reserve restraint]. but that's 

probably too asymmetric. 


MR. JOHNSON. Yes, even I wouldn't want that 


CHAIRMAN VOLCKER. Well, is that acceptable? 


VICE CHAIRMAN CORRIGAN. It is to me. 


CHAIRMAN VOLCKER. Can I have a show of hands as to how 

acceptable "slightly greater or somewhat lesser would" is? There is 
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r e l u c t a n c e  i n  some of  t h o s e  hands ,  b u t  I s e e  q u i t e  a f e w .  You need an 
e x p e r t  t o  r e a d  t h a t  asymmetry. 

MR. JOHNSON.  Yes. i t ’ s  p r e t t y - -

MR. HELLER. We shou ld  p u b l i s h  a gu ide  t o  asymmetry.  

CHAIRMAN VOLCKER. I n  t h e  [ p o l i c y  r e c o r d ]  d i s c u s s i o n  I t h i n k  
we can  r e f l e c t  t h e  f a c t  t h a t  t h e r e  was more u n c e r t a i n t y  on t h e  down 
s i d e  and.  g iven  t h a t ,  a l i t t l e  more p o s s i b i l i t y  of e a s i n g .  

MR. ANGELL. I t  would be n i c e  t o  have t h e  economy per form 
b e t t e r  t h a n  we e x p e c t e d .  That  would b e - 

CHAIRMAN VOLCKER. And w e  keep t h e  4 t o  8 p e r c e n t  [ r ange  f o r  
t h e  funds  r a t e ] .  T h e r e ’ s  n o t h i n g  e l s e  t h a t  a p p e a r s .  Does t h a t  
c a p t u r e  t h i n g s ?  I t ’ s :  m a i n t a i n :  abou t  7 p e r c e n t :  growth i n  M 1  w i l l  
c o n t i n u e  t o  be a p p r a i s e d  i n  t h e  l i g h t  of  t h e  behav io r  of M2 and M3 and 
t h e  o t h e r  f a c t o r s  c i t e d  below--which a r e  t h e  s t r e n g t h  of t h e  b u s i n e s s  
e x p a n s i o n ,  developments  i n  f o r e i g n  exchange m a r k e t s ,  p r o g r e s s  a g a i n s t
i n f l a t i o n ,  e t c .  Okay? We w i l l  v o t e .  

MR.BERNARD. 
Chairman Volcker  Yes 
Vice Chairman Cor r igan  Yes 
Governor Angel1 Yes 
P r e s i d e n t  Guffey Yes 
Governor H e l l e r  Yes 
P r e s i d e n t  Horn Yes 
Governor Johnson Yes 
P r e s i d e n t  Melzer  Yes, 
P r e s i d e n t  Mor r i s  Yes 
Governor Seger  Yes 

CHAIRMAN VOLCKER. The mee t ing  i s  conc luded .  

END OF MEETING 


